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on rising office costs 


OO OFTEN the difference between 

“break even” and “broke” can be 
traced to inadequate and antiquated figur- 
ing, accounting and statistical machines 
in the office. Time and effort are wasted. 
Overtime mounts. Temporary help 
proves a costly stop-gap and sound judg- 
ment is penalized by the lack of up-to- 
date facts and figures. 


There’s one sure answer to this situation 
— Burroughs business machines. They're 
fast, flexible and efficient . . . built to lend 
speed and accuracy to every phase of 


figuring, accounting and statistical work. 
Each model, from the simplest adding 
machine to big accounting machines that 
practically “think for themselves,” re- 
flects Burroughs unmatched experience 
in meeting business needs. 


You can streamline the figure-work of 
your business . . . stop rising costs and 
give progress the go-ahead . . . with the 
right Burroughs machines. Call your 
local Burroughs office today, or write to 
Burroughs Adding Machine Company, 
Detroit 32, Michigan. 
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BIRD’S-EYE VIEW OF THE 
JUNE ARTICLES 


THE INTERNAL AUDITOR'S RESPONSIBILITY FOR INSURANCE 
PROTECTION 
By P. M. Gahagan 


An interesting and informative paper written by an expert in the insur- 
ance field. 


“PENNY ELIMINATION” 
By L. F. Adams 


This is a well-written case history of a successful experiment which 
should make appeal on the basis of savings. 


CENTRALIZING PAYROLL EFFICIENTLY 
By Lloyd D. Tarlin 
The paper describes an interesting system that chain stores may well 
find useful 


INTERNAL AUDITING—ITS RELATION TO THE CERTIFIED PUBLIC 
ACCOUNTANT 
By George C. Lieb 


This expression of opinion from the public accounting ranks offers another 
viewpoint on a much discussed subject 


TYPICAL PURCHASING DEPARTMENT RESPONSIBILITIES AND 
STAND, Aare 
By Jol hn B. Schmid 
The article summarizes the con husk ons of an auditor who has had a con- 
bl nce in dealing with purchasing procedures 


FACTORS THAT NEED EMPHASIS IN BUSINESS TRAINING 
By Earle H. Cunningham 
Addressed to students, this is a paper by a well-known writer who has 
consistently contributed to the Quarterly out of his extended experience 
nd authoritative knowledge. 
THE INTERNAL AUDITOR'S FUNCTION IN THE DEVELOPMENT AND 
MAINTENANCE OF INTERNAL CONTROLS 
By Professor Frederick E. Horn 
The problems of selecting auditing personnel, training, development of 
controls and maintaining them, are briefly but informingly discussed in 
this paper. 
INTERNAL CONTROL — FOOD FOR THOUGHT 
By G. E. Perino 


Prefaced by a broad outline of internal controls, the elements of which 
have general acceptance, the author touches on certain matters pertain- 
ing to insurance companies. 


RESPONSIBILITIES OF THE INTERNAL AUDITOR AS RELATED TO 
ACCOUNTING SYSTEMS AND PROCEDURES 
By Dale Knight 


This paper continues the discussion of a subject concerning which some- 
what divergent viewpoints have been expressed 
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YES, MACHINES can be made to do almost 
everything. But even the largest and cost- 
liest mechanical marvels can’t replace ex- 
perienced people who know your business, 
your customers, your policies. 

Increased volume in your accounting de- 
partment needn’t require big machines and 
highly trained operators. Your own peo- 
ple, given the proper tools, can keep your 
records up-to-date and supply you with 
prompt, comprehensive reports. 

That is why many firms are turning to 
inexpensive, flexible McBee systems. 





“Ther nothing ‘hove salen: of ours worit do” 





te 
wy 


ys. 


With McBee Keysort, your staff can report 
to you daily, and at less cost than any other 
method... 
1, What is and is not being sold. 
2. What’s on hand ; howlong it’s been there. 
3. What must be bought or made... when. 
Leading executives in almost every kind of 
business are relying more and more on 
McBee to save time, money, work, worry. 
That’s why McBee sales have multiplied 
sixfold in a few years. 
Want more information? Ask the McBee 
man near you to drop in. Or write us. 
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The magic McBee Keysort card. 


5] When notched, the pre-coded holes 
; along the edges make this card me- 
chanically articulate. They make it 
easy to collect a wealth of dota... 
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use it. . . quickly and accurately. 
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THE PRESIDENT’S PAGE 


[§ my talks with many of our members over the country during the 
last year, the subject has often come up as to what they believe is 


most valuable to them of the many INsTITUTE services. 


One of the principal objectives of Tue Instrrute, of course, is to 
emphasize the practical side of internal auditing; many Chapter, 
regional and national programs are based on case histories, and our 
national publications are aimed toward being practical to our profes- 
sion and to our individual members. From a tangible viewpoint, there- 
fore, THe Instirutre has rendered many services to its members in 
the years since it was founded. 

However, many members probably will agree that the intangible 
benefits have equaled or outweighed the tangible. From informal con- 
tacts at monthly Chapter meetings, Conferences, and other times aside 
from our scheduled activities, comes a broad perspective and a stimu- 


lation that would be impossible to gain in any other way. 


The Regional Conference in Dayton last March, for example, was 
attended by members representing sixteen of our U. S. and Canadian 
Chapters from coast to coast. At both the Conference and the directors’ 
meeting the following day we all gained from discussing, understanding 
and reconciling our various ideas to the benefit of ourselves and THe 


INSTITUTE. 


It is an old truism that we benefit from any organization in pro- 


portion as we contribute to it. We have grown as an INstiTruTe, and 
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our members have grown as individuals because so many have been so 
willing to contribute their time and knowledge to their Chapters and 
the National Organization. Only in this way can we develop the social 
skill which is so important in these days when human relations have 
become recognized as a vital factor in the world of free enterprise. 
One of the topics of primary interest to the internal auditor as well 
as all business people these days is the effect of the insurance and pen- 
sion plans currently being adopted by many businesses. It is to be 
hoped that our members will contribute their ideas concerning this 
subject and the relation of internal auditing thereto, both by discus- 


sion at Chapter meetings and in articles for publication. 


—J. B. PARKER. 


IMAGINATION 


The imagination is a gallery in which we hang pictures, both of 
what we have done and what we intend to do. We may not always 
turn these pictures into realities at once, but they are there to interest 


and encourage us, and to come to our aid when needed. 


—GRENVILLE KLEISER. 














THE INTERNAL AUDITOR'S 
RESPONSIBILITY FOR 
INSURANCE PROTECTION* 


By P. M. GAHAGAN 
Of P. M. GAHAGAN CO., FIRE INSURANCE ADJUSTERS 





Mag Ganacan, Insurance Counselor and Loss Adjuster, has specialized 
in insurance work for many years, and heads the P.M. Gahagan Co. As 
an insurance counselor and loss adjuster he assists and advises insurance 
buyers in planning and administering insurance programs. He is a 
graduate of Marquette University and is a Certified Public Accountant in 
Wisconsin. In addition to his insurance counseling activities Mr. Gahagan 
has taught courses in Insurance for Industry at the University of Wis- 
consin in Milwaukee, and in Accounting at Marquette University. 











NSURANCE is a queer commodity. Everyone buys it in one form 

or another; and after he has it, he hopes he won't have to use it. It 
is a statistical exception. When the business cycle is in the most favor- 
able position, insurance rates are reduced; in depression years insurance 
companies are obliged to increase rates. It is a universal topic of con- 
versation—everybody knows something about insurance. Sit at the 
luncheon table as a stranger with practically any group of business 
men, bring up the subject of insurance, and you’re a member of the 
fraternity. Insurance publications are too numerous to count; insurance 
legislation is ever in process; insurance agents are part of every business 
man’s life. Busy as it has been during the past 15 years, even the 
Supreme Court of the United States has had its day, insurance-wise. 
Most of us, at one time or another, have damned the insurance com- 
panies, but the fact remains that insurance is among the best advertised 
commodities in the market. Despite our damning, it continues in exis- 
tence, and we're glad of it. 


To narrow the field and more clearly define the objective of this 
discussion it might be helpful to remind you that we are approaching 
the subject of Insurance Protection and the Auditor’s Responsibility 
therefor, entirely from the point of view of the insurance buyer and thus, 
purposely ignoring (perhaps unfairly) the trials and tribulations of 
the seller—the Insurance Company and its Agent. 


*Paper delivered at a Milwaukee Chapter meeting. 
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To define this queer commodity “Insurance” is unnecessary. As 
has been indicated, everybody knows what it is. Perhaps, though, it 
would be in order to suggest that it is a device designed to make the 
buyer whole after a loss, or to save him from becoming /ess than whole 
in the event of a loss or a claim against him. Consideration of this 
loose definition and its varied implications may leave the Auditor in a 
state of apprehension. Before he can proceed to obtain insurance, he 
must know what potential losses and claims lurk in the business bushes 
and which of them can be insured. 


To assist him in the analysis of his problem, we might classify 
insurance under four general titles as follows: 
1. Property Damage, of which fire, wind, explosion and sprinkler 
leakage insurance are examples; 


~ 


2. Consequential loss, or losses occasioned, not directly, but as a 
result of some other loss—for example, interruption of pro- 
duction caused by fire damage to buildings and machinery— 
or loss to contents of a cooling room due to destruction of the 
refrigeration system; 

5. Casualty — Various types of public and employers’ liability 
would fall under this title; 

4. Dishonesty — Fidelity and Forgery bonds and so-called Money 
and Securities insurance against Burglary, Robbery and Holdup 
are examples of this type of coverage. 

You will note the omission of life, accident and health insurance 

from the foregoing classification, which omission, I may say, is by 

design. 


The Auditor now has a start toward the task of determining his loss 
possibilities and further (and perhaps more important) his curiosity 
may have been arou id, and that might be termed the initial responsi- 
bility of the Auditor—Curiosity with respect to his insurance program. 


Out of this curiosity he may decide to examine all of his insurance 
policies—perhaps he may set up a summary schedule showing the totals 
of various types of property insurance carried, the limits stipulated in 
his liability contract, or the manner in which the fidelity bond protects 
his employer corporation. As the summary schedule begins to take 
shape, he begins to wonder why—why this type of insurance—why 
this amount—why this insurance company—why this Agent (or per- 
haps I should say Agents)—and perhaps his “whys” suddenly crystal- 
lize into a single question, and we come to a second responsibility of the 
Auditor—Know the policy of management with respect to insurance; 
and here the foresighted Auditor stops to think—What should be the 
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policy of management? and a flood of questions enters his mind, among 
which might be the following: 


1. Is Management a minority stockholder with heavy responsi- 
bility to other stockholders? 


© 


Is Management a trustee for minors? 

3. Is Management the sole owner, responsible only to itself so 
far as insurance losses are concerned? 

+. Is the financial structure of the corporation such that heavy 

bank loans are necessary at times? 

5. Is the bonded indebtedness ratio high? 

6. Is the ratio of fixed assets plus inventories to total assets high? 

7. Are the properties (including inventories) widely dispersed or 
heavily concentrated? 

8. Is the manufacturing process simple or complex—does it 
require special facilities such as access to raw materials, loca- 
tion near market centers, specially built machinery, highly 
skilled labor? 

9. Is Management obliged to buy insurance in definite markets 
to the exclusion of others, or will it buy in the competitive 
market as does its purchasing agent when he buys raw 
material? 

10. Is the insurance-buying policy of Management based on habit, 

sentiment or business judgment? 


The Auditor is now at the beginning of his task and, like the 
various governmental agencies, he decides he ought to “have a study” 
or “make a survey” of the situation. It’s a disagreeable prospect to be 
sure, but I should like to draw a parallel which may orientate the Audi- 
tor or assist him to view the problem in its true perspective. 


Within the past two years I’ve listened with a great deal of interest 
to business men who have told me the story of the preparation of their 
claims for Excess Profits Tax Refunds under Section 722. They have 
shown me their reports; and while I may not have been able to appre- 
ciate the ingenuity of the premise on which they were based, 1 was 
amazed at the thorough job of preparation, the infinite pains, the metic- 
ulous tabulations, the graphic illustrations, the complicated charts, 
which made up these reports. One man said his was a $25,000 job; 
another said it had taken more than a year to prepare—a tremendous 
expenditure of time and energy and money, and for what?—to recover 
a sum of money which might not exceed 10% of the amount which 
would be involved in a serious property damage loss. 
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And so the “study” or “survey” or “analysis” (or whatever name 
you may give it) of the insurance program does seem to take a rightful 
place in the duties and responsibilities of the Auditor. At any rate we 
shell assume our Auditor recognizes the need, and proceeds. 


Suppose we start with the Property Damage line—say the Main 
Plant, which comprises five buildings, equipped with manufacturing 
machinery, and housing inventories in various amounts and stages 
of completion. He examines the fire insurance policies, notes the total 
amount of coverage, and then becomes entranced by the interesting 
provisions of the contract. He notes that he is covered “for an amount 
not in excess of the actual cash value of the property at the date of loss”; 
that the policy applies only to “described property”; that it contains a 
90% co-insurance clause which he will immediately recognize as a two- 
way agreement whereby the insurance company agrees to a rate con- 
cession and, in consideration thereof, the insured promises to carry 
insurance equal (at least) to the prescribed co-insurance percentage of 
the insurable value of the property. 


The question of values comes to his mind and again he refers to 
the policy to find that it covers “Buildings, Equipment and Stock” and 
he wonders: “Shall I use gross or net book values; appraisal values; 
arbitrary values? Do we have an appraisal? It is current or old? How 
was the amount of insurance now carried originally determined? How 
long ago?” 


He recalls further that patterns belonging to others are in the 
Plant and that customers are sending in unit parts for machining. 
Again he consults the policy and finds that it covers “property of others 
for which the insured is legally liable.” 


An example of the difficulty which this latter situation may cause 
is furnished in the following account of a transaction which actually 
occurred in Milwaukee during the War years. Corporation B, a small 
manufacturer, signed an agreement with Corporation A to do a small 
assembly and machining job on a large unit manufactured by A. B’s 
charge to A was to be $5.00 per unit. The units were to be trucked 
to B’s plaut where he was to perform his part of the work, after which 
A would send his truck for them. The contract provided that the units 
were to be insured by B while they were in his possession. A valued 
these units at $3,000 each, and it was found that there were as many as 
25 units in B’s possession at one time. B talked to his insurance agent 
about insuring A’s property and was considerably concerned when he 
found that $75,000 fire insurance at the rate of $2.40 which applied 
to his Plant was going to be a substantial item of expense. Fortunately 
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for B Corporation, A arranged for modification of the contract to relieve 
B of the insurance requirement. 


The Auditor returns to his policy reading, and notes that Finished 
Goods are insured at selling price (less unincurred selling expenses) 
and makes a note to see whether or not this item is recognized in the 
schedule of values on which the amount of insurance was determined. 
Employees’ clothes and tools present a similar question. 


Drawings, dies and patterns are items which he finds specifically 
referred to in the policy and he falls to wondering what the pattern 
shop really contains. A visit, and a discussion with the foreman dis- 
closes patterns of every size and shape, some new and shiny, direct 
from the bench, and others which, from their general state of disrepair 
and the abundance of dust and cobwebs with which they are covered, 
obviously haven’t been used in many years. Are they valueless? Will 
they ever be needed? Are the original drawings available? The 
Auditor wonders and decides he has a fourth responsibility: Know the 
values. 


Since all of this concern with respect to values evolves from the 
necessity of compliance with a co-insurance clause, the Auditor now 
turns his thoughts to the possibility of eliminating this troublesome pro- 
vision, but when he tries to secure the necessary endorsement to accom- 
plish the purpose, a flood of objections, reasons, explanations and admon- 
itions engulf him. He learns that the fire insurance business is State 
regulated; that prescribed rates must be used; that deviations are rarely 
permitted; that the Fire Insurance Rating Bureau (supported by the 
insurance companies) establishes and polices rates and is, in turn, 
accountable to the Commissioner of Insurance, or at least it must tell 
the Commissioner what it is going to do. 


Many business men have become so accustomed to associating 
the term “Bureau” with a regulatory unit of government that the fol- 
lowing incident is not surprising: 


A business man discovered a change in his business as the War 
progressed. He handled and sold two products—product X (a grimy, 
heavy product requiring a considerable amount of handling and thus 
the cause of many employee injuries), which formerly represented 
% of his sales, and product Y, (a clean, light article, requiring 
little handling and easy to warehouse), which represented the balance. 
During the War the sales skyrocketed—but only with respect to product 
Y, the light article. Product X continued at the old sales level which 


about 75 


gave rise to the idea in this man’s mind that, because the ratio of product 
X sales to total sales had declined, he ought to have relief from the 








14 The Internal Auditor 


high workmen’s compensation insurance rates applicable to payroll X. 
So he called the Compensation Rating Bureau who sent an inspector to 
the plant, but because he found the payroll and other conditions 
unchanged with respect to product X, the inspector denied the applica- 
tion. It was some weeks later when I heard the story, but even then 
the applicant was outraged because (and I quote him) “these Bureaus 
that ought to be protecting the interests of the public don’t seem to 
give a damn about me.” 


(The foregoing example will suggest to the Auditor another respon- 

sibility—knowledge of and familiarity with the various bodies of 
authority and whom they represent. ) 

So far, our Auditor has been absorbed with policy wording and 
valuation of property covered. His attention is diverted momentarily 
(but only momentarily or he wouldn’t be an Auditor) to the question 
of premium costs. He begins now to think in these terms and by com- 
parisons of his rates with those of his fellow Auditors, by attendance at 
trade conventions, by perusal of insurance magazines, by discussions 
with insurance company representatives, and perhaps even by reading 
all of his mail, he discovers that he himself has some control over his 
costs. The good fortune of having buildings of fireproof construction 
equipped with automatic sprinklers and located in non-congested areas, 
may be circumstances over which the Auditor has had no previous 
influence, but he can now be quick to take advantage of the situation. 
In this process he learns of the Stock Company pool, which gives pre- 
ferential treatment to preferred risks, and of the senior mutuals which 
confine their underwriting to the superior classes of construction. He 
decides to add another responsibility to his growing list: 


Knowledge of insurance markets and of the functions and 
methods of operation of the various underwriting groups. 


At the outset we classified the various forms of insurance into 
groups, from the first of which, Property Damage, we have drawn con- 
clusions as to some of the responsibilities of the Auditor. 

Merely for the sake of variety but still in search of added responsi- 
bilities of the Auditor, we turn now to the Casualty Insurance classifi- 
cation, more specifically, to Workmen’s Compensation Insurance, 
although other forms would serve the purpose just as well. 


Our Auditor knows that rates for this type of insurance are estab- 
lished, virtually by law (in many states), and that they are basically 
identical for all the Companies having the same payroll classifications. 
Nevertheless, he notes that his rates do not coincide with the base rates 
for his industry. His rates are lower than base some years and higher 
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than base in other years. And he knows the reason, the loss ratio in 
his own plant. When his acident cost and frequency rises, his rates 
follow. The reverse is also true, of course. At this point our Auditor 
begins to wonder again, this time with respect to loss information in 
his files. 


Of course the term “record-keeper” as applied to an Auditor became 
obsolete with the assumption of the title. He is no longer a “record- 
keeper” but rather a “record-interpreter,” a “record-applier,” a “record- 
student,” all for the purpose of sifting out for Management information 
which will guide its decisions. But this conception of the Auditor’s mis- 
sion does not mean that records will no longer be kept; it may well 
mean that more records will be kept. In any event, it means that an 
effort will be made to record statistics which are adaptable for use in 
formulating future policies. 

With this thought as background, let’s subject ourselves to an L.Q. 
test. I'll put the questions and you answer them mentally: 

1. What was your auto liability insurance premium last year? 
2. What was your workmen’s compensation insurance premium 

last year? 

3. What was your public liability insurance premium last year? 

Having answered these questions approximately, now answer the 
following: 

1. How much did your insurance carrier pay out in losses for you 

last year in automobile liability, workmen’s compensation and 
public liability cases? 


to 


How does your ratio of losses to premiums compare with the 
national average or the insurance company’s own average? 


The object of this LQ. test is at once as apparent to you as is the 
answer to the next logical questions: “What records should be kept?” 
You will keep such records as will enable you to decide yourself whether 
your insurance cost is “high” (as you may think it is) or “low” (as you 
may have been told it is). 


With respect to casualty and dishonesty insurance losses some 
buyers insist that the carrying company keep them currently informed 
of the status of all serious claims, and that they be notified of amounts 
paid to claimants in their behalf. Such information may become espe- 
cially valuable at renewal date. 


Again, and with respect to another type of record, let us assume 
an Executive Committee meeting during which the Auditor is asked 
whether or not a certain hazard is covered. Nothing could be more 
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exasperating than that he be obliged to thumb through a stack of insur- 
ance policies, uncertain as to which policy to examine and unable, 
when he does locate the right policy, to put his finger on the exact 
wording applicable to the question raised. How much more convenient 
an indexed binder of policy briefs set up to give information in summary 
form of the essentials of each policy. 


And so the Auditor adds another responsibility: 
To record policies and information concerning coverage which 
will be helpful and readily available. 


We referred a moment ago to the question of whether the insur- 
ance premium for a certain line is low or high, and suggested that the 
ratio of losses to cost might furnish a clue to the answer. In the past, 
a less scientific approach to the answer has many times been used. 
I refer to the practice of opening key lines to competitive bids at every 
expiration date, with the ultimate result that many desirable companies 
tire of submitting unsuccessful quotations year after year, an obvious 
disadvantage to the buyer. Perhaps you will agree that if a reasonably 
good deal has been made in the first place, if the carrying company 
has fulfilled its contractual obligations and given good service, then it 
is probably in a better position to quote the proper premium than any 
competitor. Of course, this does not apply to carriers, who, once having 
written the business forget it except to renew it at existing rates, nor 
does it apply in cases where upheavals in the market have created 
opportunities for wide-awake buyers. You will recall the disturbances 
in boiler, machinery and dishonesty insurance markets during the past 
few years as illustrations of this point. 

Many buyers feel that if the carrying company is watched (and 
that means records) and the buyer knows his market, rarely will it be 
necessary to open lines to competitive bidding more often than once in 
from 3 to 6 years. 


At this point, while we are suggesting what might be called 
“remedies at the disposal of the dissatisfied insurance buyer,” it may be 


appropriate to mentign the subject of self-insurance, its opportunities 
and its pitfalls. 


There are many types of losses which lend themselves to a program 
of partial or full self-insurance. Plate glass and auto collision insur- 
ance are the most common examples, but the list might be extended 
to include fire and theft insurance on a large fleet of cars, burn-out 
insurance on small motors, explosion insurance on low pressure vessels, 
holdup insurance where the amount involved is small, “all risk’’ insur- 
ance on salesmen’s samples and even workmen’s compensation insur- 
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ance under certain conditions and with proper safeguards. Certainly, 
potentially small, non-catastrophe, frequently recurring losses warrant 
the Auditor’s consideration as risks which may be self-insured. How- 
ever, the Auditor will forsee the probability that Management's first 
question, even after a small loss, will be—‘‘Does our insurance cover 
this loss?” If the Controller has previously decided that this type of 
loss is one that he can safely self-insure, his answer, instead of a flat 
“No,” may be to remind Management that this loss is self-insured. It 
seems logical to feel that his answer will be even more effective and 
convincing if he has taken the precaution to set up a special reserve 
for self-insured losses, or at least to make provision for such losses in a 
bulk Contingent Reserve. A self-insurance reserve, built up by small 
annual provisions, may soon become (with good luck) adequate to 
absorb fairly substantial losses, thus imbuing the Auditor with courage 
which he might not otherwise have had. A word of caution may be 
suggested in the following questions: 

1. Is this risk a potential catastrophe? 

2. Are losses apt to be recurring and small? 

3. Compared with the maximum probable loss is the premium 

reasonable? 

To those who are inclined toward self-insuring their workmen’s 
compensation law liability we mention in passing the Milwaukee For- 
sythe Building collapse of 1942 and the Badger Ordnance explosion of 
1945 again to emphasize the necessity of proper catastrophe coverage. 
You will recall that both of these tragic events cost the lives of several 
employees. 

While the foregoing is somewhat of an exploratory side trip into 
the realm of self-insurance, it suggests to the thinking Auditor that he 
accept another responsibility, viz: 

View the question of self-insurance with a cautious, yet open, 
mind. 

Depending upon individual circumstances, including the organiza- 
tion chart and the practical application of the lines of authority shown 
thereon, the Auditor must shoulder another responsibility—more evasive 
to grasp than any thus far discussed and hence one which is the 
source of considerable worry to him. To illustrate, I quote the follow- 
ing wording from two agreements, both of which were routed over 
the Auditor’s desk for deposit in the files: 

1. “and the Lessee (the Auditor’s Corporation) further agrees to 

keep the building in good repair, fire, or other hazard, not 
caused by the negligence of the Lessee, excepted.” 
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2. “and the buyer (the Auditor’s Corporation) hereby agrees to 


hold free and harmless the seller from all claims for damages 
arising out of defects in the product.” 


Surely, you say, it is impractical for the Auditor to concern him- 
self with all contracts and agreements entered into by his fellow execu- 
tives; let the attorneys worry about such things. Yet the Auditor is 
charged with imperfections in the insurance program, therefore another 
responsibility: 

Educate your associates who negotiate contracts to consult you 
with respect to the insurance requirements thereof. 


By this time you will have reached the conclusion that the title 
of this paper “Responsibility of the Auditor for Insurance Protection” 
would have been more accurately expressed by the words: 


“Some Responsibilities of the Auditor for Insurance Protection” 
because, in addition to those we have specifically mentioned, others have 
occurred to you, and it is obvious, therefore, that this list is not all- 
inclusive. 


There is one other insurance responsibility of the Auditor which 
we shall mention here in the hope that it will stimulate the interest 
of those Auditors who have long since graduated from the fundamentals 
to which this report has been largely confined. In our introduction 
we referred to the universality of the subject of insurance and noted 
particularly that “insurance legislation is ever in process.” As an illus- 
tration of this fact you will recall the new standard fire insurance policy 
recently adopted; and again, the liberalization of benefits under the 
Workmen’s Compensation Act. Undoubtedly some of you have had 
some experience with what is called “Repair and Replace” insurance, 
a plan whereby certain companies agreed to write fire insurance on 
Fixed Assets on a basis of today’s Replacement Value, as compared 
with the usual practice of insuring Sound Value. For example, a retail 
specialty shop leases a building in a good shopping district, subject to 
an agreement whereby the lessee agrees to carry insurance on the build- 
ing for the benefit of the owner and “to replace the building if destroyed 
by fire, etc.” 

The building has a current replacement value of, say, $100,000, and 
a sound value of $75.000. With an 80% co-insurance clause and allow- 
ance for excavations and other exclusions of, say, $5,000, the lessee 
carries $56,000 of fire insurance. He collects this amount in the event 
of a loss, only to find himself faced with an additional expenditure of 
$46,000 to fulfill his lease obligation. The Repair and Replace insur- 
ance above described would have furnished the money to cover this loss. 


The Internal Auditor’s Responsibility 19 


However, shortly after the first of these policies came into the market, 
the Commissioner of Insurance of Wisconsin notified the interested 
insurance companies that they must cancel these contracts and, rather 
than risk their licenses, the companies complied. Other states have 
seen fit to approve this form of coverage. Legislation or litigation or 
both, then, is indicated. These are merely examples; but in view of 
the fact that insurance seems to be an item of unfinished business on 
the docket of every session of the legislature, the Auditor may wish 
to charge himself with the responsibility of keeping abreast of such 
insurance legislation as will affect industry, especially his industry. 
To summarize then, we have suggested the following, among the 
numerous responsibilities of the Auditor for Insurance Protection: 


1. Be inquisitive about the insurance program; 


2. Know the policy of Management or assist in the formulation 
of a policy; 
3. Make a survey of the insurance program; 


+. Know the values; 
9. Know the various insurance bodies of authority and whom 
they represent; 
6. Know the insurance markets and be familiar with the opera- 
tions of the various underwriting groups; 
7. Keep records; 
8. Be open-minded and at the same time cautious, with respect 
to the question of self-insurance. 
9. Make your associate executives insurance conscious with 
respect to their work; 
10. Follow insurance legislation. 


We have indicated that the list is not exhaustive; we hope it has 
not been exhausting 
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ENNY ELIMINATION?” is the name of a development in account- 

ing technique in use by a number of business organizations in 
various ways. In this paper I propose to explain what this device means, 
why we decided to adopt it, how we put it into practical operation and 
the results we are getting. I believe it offers a very real opportunity 
for nearly every organization to effect substantial savings in accounting 
costs. 

In our company, “Penny Elimination” means the recording of 
accounting entries in whole dollars, completely eliminating the pennies 
wherever possible. This may sound revolutionary but it certainly 
not impractical; and I hope to be able to demonstrate that the savings 
in accounting costs may amount to as much as 40%. That is really 
worthwhile, and it can be accomplished without any significant effect on 
the accuracy or sufficiency of costs, statements or statistical reports. 

A great many years ago someone said “Take care of the pence, for 
the pounds will look out for themselves.” I am sure he was warning 
us not to fritter away our income on trivial items, and was not consid- 
ering the costly and time-consuming effort involved in chasing pennies 
through our books and records. 

Of course there is a time and place for everything. The chemist, 
metallurgist and atom scientist working on precise formulae deal in 
very small quantities, but engineers or bridge builders can be satisfied 
with pounds or even tons in their computations. So it should be with 
accountants. When figuring costs of components or separate operations 
it is frequently necessary to work them out to several decimal places, but 
that should not mean that this accuracy is necessary or desirable in 
all phases of our work. When we present a statement of operations 

*Paper delivered at a meeting of the Greensburg, Pa. section of the Pittsburgh Chap- 
ter, National Association of Cost Accountants. 
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for either internal use or public consideration, is it particularly important 
that we say that our sales, or our costs are so many dollars and so many 
cents? Who cares about the pennies? And our balance sheets have 
presented our assets and liabilities down to the cent when we, as 
accountants, know full well that many of the figures are at best no 
more than close estimates, in which the exact dollars are open to debate. 
What I am trying to say is that most statements and statisical reports 
presented in whole dollars are just as satisfactory and actually less 
confusing in the long run. 

When first proposed in our company it was referred to by some 
as “Centsless Accounting.” As time passed and the simplicity of the 
idea became more apparent, the scoffers changed their tune and now, 
after just a few months’ trial, I do not know of anyone in our account- 
ing organization who does not enthusiastically endorse and support it. 

Of course pennies cannot be disregarded completely. Banks con- 
tinue to carry our accounts out to the cent; our employees want their 
pay in full; our suppliers expect to be paid the total amount of their 
bills; and tax collectors will continue to exact their assessments down 
to the last cent. We, too, continue to bill our customers the exact 
amounts represented by the value of the goods we sell or the services 
we perform. So in our accounts covering cash, receivables and pay- 
ables we have to record the pennies, but these accounts are in the 
minority, and give us no concern. It is in the distributions, redistri- 
butions, computations, listings, typings, etc. that the volume of clerical 
operations occur and that is where the savings can be expected. 

Our studies of the problem revealed that the average accounting 
entry representing dollars and cents consists of five digits. Eliminate 
the pennies and two fifths or 40% of the work has been done away 
with. But could this be accomplished without loss of substantial accur- 
acy? We believed it could, and the results have exceeded our expecta- 
tions. 


DIVISIONS OF THE COMPANY 

Dravo Corporation is engaged in a number of specialized types 
of businesses, conducted by. means of four distinct divisions and one 
wholly owned subsidiary. Our accounting methods are designed to 
accommodate the various requirements of each. 

THE CONTRACTING DIVISION is engaged in heavy construc- 
tion work and builds such things as bridge foundations, river locks and 
dams, mine shafts, tunnels and so on. It uses the job order method 
of keeping costs of these various projects, and, for purposes of control 
of costs and evaluation of actual performance compared with estimates 
and bids, the costs are broken down by means of codes covering dif- 
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ferent sections of the work. In addition it is usually necessary to know 
the elements of cost, such as labor, material and various types of 
expense incurred with respect to each section. All of this requires 
rather elaborate distributions of labor, material, and overhead expense. 
Here is an opportunity to effect substantial savings when we reduce the 
number of digits we have to deal with. Moreover it is sufficient for 
every purpose to state our costs in whole dollars. 

ENGINEERING WORKS DIVISION builds ships and manufac- 
tures various steel fabricated products. Some of these are very large 
such as ore and coal bridges, dockyard cranes and material handling 
plants. Others are relatively small, for example industrial and com- 
mercial space heaters, also steel containers, which we call ““Transpor- 
tainers” used by steamship and barge lines, truckers and railroads for 
safely and securely transporting shipments of quantities of small but 
valuable packages that can be more conveniently handled when assem- 
bled in shipping containers that will prevent pilferage or damage in 
handling or by exposure. In connection with its shipbuilding activi- 
ties Engineering Works Division engages in a large volume of ship 
repair work and maintains a marine railway at its Neville Island Yard 
where vessels are hauled out of the water and repaired or altered as 
required. Here, too, labor distributions, material purchases and requi- 
sitions occur in great volume and “pennies saved are pennies earned” 
in the accounting for costs and the accumulation and distribution of 
overhead. 

THE MACHINERY DIVISION is sales representative for a number 
of manufacturers of industrial, power plant, heating and air condition- 
ing equipment, frequently specifically designed and built to fit par- 
ticular requirements. Ash handling equipment, automatic furnace 
and boiler control equipment, blowers, boilers, compressors, condensers, 
feed water heaters, pumps, speed reducers, stokers, turbines, water 
treatment systems and many other similar and related items are exam- 
ples of the equipment this Division sells. 

It will be realized that in projects of this size the paper work is 
a very considerable task and the opportunity for savings of up to 40% 
in the recording, distributing, posting, listing and so on of the costs is 
not to be lightly dismissed. 


THE KEYSTONE DIVISION produces sand and gravel, manu- 
factures ready-mixed concrete and concrete block and operates a num- 
ber of distributing plants from which these products and other builders’ 
supplies are sold. This Division also owns and operates a fleet of tow- 
boats and barges which are used to transport the sand and gravel from 
the dredges to customers and to the distributing plants, and in addition 
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are used in contract towing of coal and other bulk commodities. The 
volume of accounting work in this Division is not as great nor as compli- 
cated as for some of our other operations, but need for savings is equally 
important and relatively just as large. 

DRAVO-DOYLE COMPANY operates a separate wholly-owned 
subsidiary. It is engaged in the sale and rental of contractors’ equip- 
ment of all kinds, types and sizes, from huge earth movers and road 
paving machines to small pumps and air compressors. It operates a 
storage yard and shop where this equipment is stored, overhauled and 
repaired. Its accounting is accomplished by the usual methods appli- 
cable to a merchandising business combined with job. order costs for 
repair and service functions. 

I have described briefly our operations for the purpose of empha- 
sizing the highly varied nature of our accounting requirements, and 
with the thought that similar applications may be recognized in other 
businesses. 


OPERATION OF THE PLAN 


I have previously stated that we concluded we could eliminate 
pennies without loss of substantial accuracy. Obviously this could not 
be accomplished by completely disregarding or “dropping” the cents, 
because the cumulative effect of pennies involved in the recording of 
a large number of individual entries would undoubtedly be of consider 
able consequence. But this can be overcome by “rounding” the amounts 
to the nearest dollar. This takes advantage of the tendency of fractions 
under and over a half dollar to offset each other, and reduces the ulti- 
mate variance to an acceptable minimum. Amounts ending in exactly 
fifty cents gave us some concern until we hit on the rather obvious 
solution of rounding such amounts to the nearest even dollar. This 
tendency of offset is really the key to the success of the plan and it 
works out to an amount that is astonishingly small. For instance at 
the end of five months’ operation of the plan the total of our variance 
account resulting from the “rounding” of thousands of items aggregat- 
ing several millions of dollars was only $233.27. By that I mean that 
the differences between the whole dollars recorded and distributed and 
the exact dollars and cents that the individual transactions represented 
was this insignificant amount. 

When our studies had convinced us that the idea was practical 
we set about working out the details. Since we did not intend to depart 
from the double-entry system of bookkeeping and for every debit entry 
there had to be a corresponding amount recorded as a credit entry, 
something had to be done about the variances that were bound to occur. 


So, to keep our books in balance we provided a variance account which we 
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call “Penny Elimination.” We set this up as a deferred account with 
the thought that at the end of the year we will close it to Profit and 
Loss. 


Since the prime objective of the plan is to save accounting time 
and effort, we determined that our rules and procedures must not result 
in more work in the elimination of pennies than would be saved. There- 
fore entries to those accounts in which pennies could not be disregarded 
are still recorded exactly. We found that such accounts could be limited 
to those recording the amount due us by banks, customers, employees 
and other miscellaneous receivables, and to the accounts controlling 
payable items and accrued wages, payroll deductions and miscellaneous 
liabilities. These accounts are comparatively few in number and are 
easily remembered by all concerned in making entries. 


Entries to all other accounts involving income and expense and 
assets and liabilities are “rounded.” In one or two cases we discovered 
that although an account could be carried on a “rounded” basis in 
principle, actually because of the need for a rather elaborate reconcilia- 
tion, it is more practical to record the individual entries exactly and 
avoid the reconciliation. Withholding taxes and F.I.C. deductions are 
example of this point. It would be entirely satisfactory to state our 
liability for these deductions in whole dollars, but we need an exact 
control account to govern our reports and payments, and if only whole 
dollars were recorded, we would have to keep a side record for control 
purposes. So, no saving in effort and, maybe, a loss. 


We next examined our various types of entries, and set up pro- 
cedures to govern the treatment of each type. Cash receipts are recorded 
in dollars and cents in our Cash Receipts Journal insofar as the columns 
covering Cash, Accounts Receivable and Discount Allowed are con- 
cerned. Credits to miscellaneous income and expense accounts and to 
other General Ledger Accounts are shown in rounded dollars in the 
columns provided for such entries in this journal. At the end of the 
month the various columns are totaled and an entry prepared to record 
the totals in the General Ledger. At this time the amount of the vari- 
ance is determined, which is the difference between the total debit 
to cash and the sum of the total credits of the distribution columns. 
The amount of this variance should be nominal and, if not, a recheck is 
conducted to correct any errors. If the variance is considered accept- 
able it is forthwith charged or credited to the Penny Elimination 
Account without further recheck or question. It is true that an insig- 
nificant error or an offsetting error of consequence may exist, but if it is 
insignificant, why worry; and if an offsetting error of consequence 
occurs, it is almost bound to show up in the reconciliation of the bank 
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account or detail trial balance of our Accounts Receivable, at which 
time correction can be made. In any event errors in our Cash Book 
are very infrequent and do not present a problem to us. 


We do not use a cash disbursement journal, but if we should ever 
decide to install one, there is no doubt the same procedure established 
for our cash received journal would work equally well for cash disburse- 
ments. All disbursements from our general cash including transfers of 
cash from our main bank accounts to payroll or other operating fund 
accounts clear through our accounts payable account. We pay all bills 
by checks, record of which is kept by L.B.M. tabulating machines, and 
we cannot get a check out of our Tabulating Department without a 
formal accounts payable purchase bill, properly approved and distributed, 
being submitted to that department. In the case of transfers of cash 
we use a dummy purchase bill that is processed in exactly the same 
manner that is used for a bill from a supplier of materials or services. 
Cash discounts allowed on purchase bills are deducted forthwith when 
such bills are received and scheduled for payment, and in all our 


accounting for purchases we deal with the net amount to be paid 


A small form is attached to each purchase bill providing space for 
the necessary approvals, accounting distribution, register number, (which 
is also the check number when the bill is paid) and the date the bill is 
scheduled for payment. Clerks processing these bills enter the account- 
ing distribution in rounded dollars and of course do not make any mark, 
either a dash or two zeros in the cents column of the distribution form. 
Nor do they make an entry on the form for the difference between the 
amount distributed and the amount to be paid. One exception to this 
rule is that should the distribution involve an entry to one of the 
accounts that are carried in dollars and cents, then the exact amount 
is set down. An example of such an entry would be an amount to be 
rebilled to a customer or employee which is charged to a rebilling 
account and subsequently cleared by an actual rebill invoice. The 
reconciliation of the rebilling account is greatly facilitated by having 
both the charge and the subsequent rebill credit agree exactly. As 
stated heretofore the number of accounts requiring exact distribution 
entries are limited and easily remembered by the clerks processing 
the bills, and if a clerk misses one occasionally the error is easily spotted 
and corrected. We anticipated some difficulty in the distribution of 
charges involving proration of a bill to two or more accounts or codes, 
especially if the bill covered a number of items some of which were 
prorated on one basis and some on another, but have been pleased to 
discover that this has caused little or no trouble and of course such 
instances are the exception and not the rule. 
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After purchase bills are checked, approved and distributed they are 
sent into the Tabulating Department in groups of about fifty with an 
adding machine tape of the payment amounts. Cards are punched in 
whole dollars covering the distribution and in exact dollars and cents 
covering the amounts to be paid. These cards are then run through 
a tabulating machine and the total of the payment cards compared with 
the adding machine tape; if they agree these cards become the credit 
to accounts payable and the basis for preparation of checks on the 
scheduled payment dates. The total of the distribution cards is like- 
wise compared with the total of the payment cards and if the variance is 
acceptable, and we consider a $2 variance acceptable, an accumulation 
on a control sheet of the payable totals and the distribution totals 
through the month make it necessary to have but one entry for the 
difference each month to the Penny Elimination Account. We process 
between 6000 and 9000 bills each month on this basis. An unaccept- 
able variance is investigated while the purchase bills and cards are 
together and any error is corrected by repunching as required. I think 
the savings in effort are apparent. The processing clerk saves two 
digits in nearly every accounting entry on the distribution form. The 
card punchers make one card for each bill in the exact amount, which 
they would have to do anyway, but are saved two digits on nearly every 
card punched covering the distributions. It really adds up, and while 
our system is built around the tabulated method I am confident that 
equal or greater savings are possible if manual or other type machine 
procedures are used. 

In the case of our shop labor, time is reported by work areas in man- 
hours, and tabulating cards are punched showing the account, code and 
sub-code, hours and area. Twice each month these cards are sorted 
and the hours applicable to each charge accumulated. Using an average 
rate established for each work area the hours are extended to rounded 
dollars and a labor distribution voucher is prepared. Control of distribu- 
tion is maintained by check of hours worked with hours distributed. 
This is done each week, when time is turned in. In the case of shop 
labor the variance between the dollars distributed and the exact dollars 
and cents earned is due partly to the use of average labor rates used in 
costing hours distributed and partly to the elimination of pennies in the 
rounding of the distribution to whole dollars. We charge or credit the 
whole dollar involved in the variance to our shop overhead account, and 
the balance amounting to cents less than a dollar to the Penny Elimina- 
tion Account. Distributions of salaries are expressed in rounded dollars 
with the variance charged or credited to the Elimination Account. Field 
payrolls are almost always chargeable to a particular account covering 
the project. Distributions of such payrolls to various codes and sub- 
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codes are first extended in exact amounts but converted to rounded 
dollars when vouchered. Here we have not saved as much time as we do 
in our shop payroll operation, but nevertheless after the rounding opera- 
tion, the subsequent use of the distributions effects substantial savings in 
accumulating, listing, adding and typing. 

We found that the rules covering the distribution of vendors’ 
invoices in rounded dollars would not work when applied to requisi- 
tions for materials and supplies taken from stores inventory and put 
into production, consumed in the manufacturing process, or shipped 
to construction projects. Too many of these requisitions individually 
amounted to less than a dollar. We rather reluctantly decided that if 
ve used the rounded dollar principle applied to each requisition, we 
would run the risk of too great a variance, and that it is necessary to 
calculate the exact amount for each requisition. Tabulating cards are 
also punched for the exact amount. These cards are sorted by account 
distribution and run through the tabulating machine which punches 
a summary card for the total for each account in dollars and cents. 
Then these summary cards are run through the multiplier punch which 
automatically rounds the amounts to whole dollars. Thereafter in all 
cost summaries, entries, listings, etc. only the rounded dollars appear. 
The original cards showing the exact amounts are again sorted, this 
time by inventory stock account, run through the machine and sum- 
mary credit cards prepared in rounded dollars which are used to relieve 
the inventory accounts of the value of materials issued. We are glad to 
have some saving in this operation and are distressed that we cannot 
start out with rounded dollars to begin with. So far we have not been 
able to figure out a way of doing so that will not require more work 
than the method we are using. 


Billings to customers are of course charged to accounts receivable 
in exact amounts, but the credits to revenue and income accounts are 
recorded in rounded dollars. Entries to the Penny Elimination Account 
are made when our billing is closed for the month. At that time the 
Tabulating Department furnishes summaries of the month’s billing 
and the amount of the variance is ascertained. We are working on the 
principle of eventually presenting all our bills in rounded dollars rather 
than dollars and cents and are making progress in that direction. We 
have even secured customer acceptance of rounded dollar billing in 
the case of a few cost-plus contracts. 


Journal entries covering adjustments, write-off of depreciation, pre- 
payments and deferred charges, and accrual of various liabilities, as well 
as distributions and prorations of overhead expenses present no prob- 
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entries to the few accounts that require the use of exact amounts. 


In short we eliminate pennies wherever we can at inception, and 
where we carinot do that we eliminate them as soon as we can without 
imparing substantial accuracy, so that from the point of elimination 
we are saving approximately the 40% I mentioned earlier. Of 
course this does not mean that the entire 40% saving is realized, but 
in five months’ operation of this procedure we have been able to 
reduce our clerical staff by approximately 9%, practically all of which 
we can attribute to Penny Elimination. 


There have been other advantages realized that are in the nature 
of by-products. One that is hard to measure, but we think is important 
and very real, is the reduction of errors. In such operations as addi- 
tions, transcriptions, classifications and distributions, errors are bound 
to occur. The fewer digits the clerks have to deal with the fewer 
chances for errors exist. No one in our company has ever kept track 
of the time consumed locating and correcting such errors and we are 
not now keeping such a record, so we have no basis for evaluating the 
savings; but the universal approval of the new plan by the people who 
are doing the work indicates that they consider their work load lightened 
and no doubt part of that feeling is due to the realization that it is easier 
to work with smaller numbers. 


An unexpected saving in our Keystone Division operations is 
concerned with the preparation of monthly statements of operating 
costs of many individual units of equipment. Formerly these state- 
ments were transcribed manually from tabulating runs, balanced and 
proved and then typed for presentation to supervisors of operations. 
We found that because of the elimination of two digits of cents, we 
could dispense with the tabulated runoff, post directly to columnar 
forms using a pegboard arrangement, have the totals computed and 
proved by comptometer operators and send the forms still on the peg- 
board directly to our Stenographic Department for typing. We thus 
did away with one operation in our Tabulating Department, eliminated 
a laborious transcription job, reduced the dimensions of the forms, per- 
formed the totaling and balancing operation in a more efficient manner, 
and the statements were out much earlier in the month than before. 
We are now examining a number of other operations and statements 
for the purpose of taking advantage of the opportunities for savings 
along similar lines. 


I believe that the principles involved in “Penny Elimination” are 
not only worthy of careful consideration but they can be successfully 
applied in most businesses. 
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1E many changes that have taken place in the past ten years in pay- 

roll requirements and procedures have complicated considerably 
the onetime simple problem of paying store employees accurately and 
on time. We have met the problem with a centralized payroll plan 
which is made workable through the use of tabulating machines. Pre- 
viously, as many chains still do, we paid store salaries out of store tills. 

Chain store operators will recognize at least five basic factors which 
make it imperative to “streamline” payroll procedures. They are: 

1. Social Security introduced first a deduction and then record- 


keeping requirements in the stores and general office. 


to 


The number of employees per store has increased in many fields 
and, in our field particularly, has increased tremendously with 
the development of the supermarket. 

3. Wage and hour regulations introduced the hourly rate of pay 
in place of the flat weekly salary, a factor which requires addi- 
tional record-keeping in the stores and general office. 

4. Withholding taxes represented a more difficult problem to the 
store managers. The family status of each employee, as well 
as his gross earning each week, had to be considered before his 
tax liability could be determined. The general office, of course, 
had to maintain detailed records for each employee and prepare 
reports and remittances. 

5. Additional items of payroll deductions have been instituted in 

most companies. In our case, we required store managers to 

deduct, in the proper week, group life insurance, group acci- 
dent and sickness, group annuity, Blue Cross, union dues, War 

Bonds, bank loans and pledges to community drives. These 

reports had to be audited and recorded by the general office 

and remittances made as required. 


*Paper delivered at a meeting of the New England Chapter. 
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TIME-CONSUMING JOB 


All these changes have transformed payrolls from a minor, small- 
time duty to a large, time-consuming store job requiring a considerable 
amount of addition, subtraction and multiplication by the store man- 
ager or other employees. In the general office of most chain grocery 
organizations, a separate payroll unit exists to handle the store payroll 
reports, auditing them for accuracy and preparing the necessary basic 
records from which the required reports and remittances could be made. 


Records have to be maintained so that pertinent employee payroll 
information can be prepared quarterly and annually for each employee 
within a short interval of time after the close of a payroll period. 


Payroll errors of all kinds are common. An extensive correspon- 
dence has to be carried on with the stores to correct errors made by the 
store managers in employee rates, extension of salary, failure to deduct, 
or incorrect deduction and errors in totals. Lastly, the employee’s 
receipt for wages and company control over rates and increases are 
not always satisfactory. 


Various methods of simplification have been evolved for the general 
office work on stores’ payroll, and probably no two companies follow 
the same plan. In our company, we adopted punched-card accounting 
to maintain our salary records and to prepare our reports based on the 
payroll data submitted to us by our stores. 


This procedure was refined and simplified over a period of several 
years and represented a great advance over our original plan of hand 
posting. 


LESS PAPERWORK IN STORES 


About two years ago, we began to recognize that the burden of 
payroll in the stores was consuming a lot of time for the store manager 
on the busiest day of the week. If the manager delegated the work, it 
had to be performed by another highly dependable employee. The time 
involved varied with the number of employees, and required as much 
as five hours in some of our larger stores on Saturday, plus daily time 
recordings for each employee. 


We have always attempted to relieve the stores of as much office 
work as possible and to perform this type of work for them in the 
general office. We studied this problem with the same goal in mind 
and gradually evolved our present centralized payroll plan by means 
of punched-card accounting. 
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TEST-CHECK MADE 
“Centralized payroll” was designed to solve all the shortcomings 
of the old plan. In order to do this, several months were spent in 
preparing detailed procedures and forms for the tabulating machines. 


Before we accepted the system as satisfactory, a test-check was 
I ; 


made in a small group of stores to find out what the “bugs” were. 


Installation of the plan was then gradually made in groups, smaller 
at first and larger later, with an interval between groups to permit our 
tabulating department to absorb the new work load and prepare for 
the next group. The entire job took six months to install 


The managers of each store group attended a special meeting and 
received a written procedure and sample forms. The personnel depart- 
ment and tabulating department jointly conducted the meetings, 
explained the plan and visited each store during the first week to see 
what individual problems each manager might have, and to answer 
his questions for him before he could make an error. 


The key to the plan is the pre-printed payroll requisition in dupli- 
cate which each store receives on Wednesday of each week. This 
requisition lists the name and job classification of each employee who 
worked in the store the previous week, the hourly or weekly rate he 
earns, the number of hours he normally works, both straight time and 
overtime, his normal straight time earnings, normal overtime earnings 
and normal total earnings. 


ENTERING HOURS WORKED 


The grocery manager, with the aid of the fruit manager and 
meat manager, enters each morning on the requisition the number of 
hours each employee worked the day before and completes the week on 
Saturday. The grocery manager then totals the work hours of each 
employee for the week to see that the total of the hours worked by each 
employee agrees with the pre-printed figure. If it does agree, he merely 
checks the pre-printed hours; if it does not agree, he corrects the pre- 
printed hours in pencil and draws a line through the pre-printed normal 
straight time, normal overtime and normal total earnings 


If a new employee is to be added to the payroll, his name, hours 
of work and rate are entered on the requisition in a blank space and 
the Federal Tax Form W4 is attached. 

If an employee is ill or on vacation, the information is shown in 


the hours-worked column. If an employee has left the store, a line is 
drawn through his name and a duplicate copy of the Federal Tax Form 
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W4, which has been retained in the store, is attached showing the rea- 
son the employee left the store or the company. 


CHECKS MAILED TO STORES 


One copy of this requisition is mailed to the general office Saturday 
night; the duplicate is retained in the store. All requisitions are pro- 
cessed in the general office tabulating department on Monday, and by 
noon Tuesday all payroll checks have been prepared with all the 
required deductions. These checks are mailed to the stores together 
with (1) a payroll register showing essentially the same information 
as the requisition, plus the corrections received from the store with hours 
and wages totalled by department and with (2) a new requisition for 
the current week’s payroll. The manager receives the checks and forms 
on Wednesday. He may check the payroll register against the dupli- 
cate of his requisition to verify the payroll accuracy. 


We were somewhat concerned in advance about the employees’ 
reaction to the delay in payment. Under the old plan, employees 
were paid on Saturday night and under the new plan, they are not 
paid until Wednesday. We discussed this in advance with our union 
business agents who agreed to help us if this became a problem. Our 
grocery managers assured us that if we gave the store employees sev- 
eral weeks’ notice of the change-over, they would all co-operate. Most 
companies of our size in other fields have always required a delay 
between the end of the payroll period and payday to figure the payroll, 
and our employees understood this. Many employees have preferred, 
for personal reasons, to receive their salary by check instead of cash. 


REQUISITIONS ARE SCREENED QUICKLY 


In the general office, a “streamlined” procedure has been set up to 
handle the payroll requisitions as they come in. Personnel department 
employees screen the requisitions for new-employee data and omissions 
by the grocery manager, and rapidly turn over the requisitions to 
the tabulating department. 


Inasmuch as the payroll is pre-printed for normal hours of work 
and normal earnings, the comptometer operators need only compute 
the wages for the “exceptions” and new employees. Thus only about 
25% of the payroll has to be computed each week, and this can be done 
rapidly. 

The punched cards used to prepare the requisition are at hand 
and need only to be corrected for the “exceptions” and new employees. 
After the cards are corrected and checked, through various automatic 
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machine methods of sorting, collating, gang punching and reproducing, 
the withholding tax is computed and the proper deduction cards merged 
with the earnings cards. 


At various stages in the process, we prepare: (1) a payroll requisi- 
tion for the current week; (2) a payroll register for the preceding week 
for the store, with a carbon copy for the district manager; (3) a payroll 
check showing earnings and deductions for the past week and year-to- 
date earnings and withholdings; (4) a list of checks issued showing 
name, store number and amount; (5) a journal showing all the indi- 
vidual payroll data for the week which in turn is “transfer posted” 
to an employee’s individual history record card for the personnel depart- 
ment permanent file, and (6) a deduction register to show the names 
of employees and amount paid for each type of deduction. Summary 
cards easily and quickly prepare all quarterly and annual reports on 


continuous forms specially prepared for the purpose. 


CARD FOR EACH CHECK 


The payroll checks also are printed on a continuous form. These 
checks are signed and separated automatically on a specially designed 
machine. 


A tabulating card is created for each check issued. As the checks 
clear through the bank and appear on our monthly bank statement, the 
tabulating card represented by each cleared check is removed from the 
file of cards representing checks issued. The cards remaining in the 
file represent unpaid checks or open items; the cards drawn represent 
checks paid. Thus we have a simple and accurate way of listing both 
groups to reconcile our bank balance. 


Our grocery managers consider this payroll plan to be one of the 
greatest store work-simplification plans we have introduced. It has 


saved them individually many hours each week. 
PERSONNEL DEPARTMENT GAINS 


Our personnel department, which helped design the plan, is also a 
great beneficiary. It now controls “who gets paid and how much.” It 
controls the various payroll deductions in the office, has saved many 
clerical hours weekly and has better and more complete information 
earlier. 

It is able to obtain numerous different types of analyses as required, 
as we have the basic information in usuable form. 


Our tabulating department has undertaken the burden of getting 
the payroll out on time. Intervening holidays have required late work 
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in order to maintain its schedule, but it has never missed its mail sched- 
ule in more than a year of operations. Nor is the payroll work of this 
department all an extra burden, for much of the work was done under 
the old system. We now require much less punching time and use 
more automatic processing, which makes for greater accuracy. 


Careful planning and scheduling were required in the tabulating 
department to enable it to absorb this work and to maintain all other 
work on schedule. The machine routine has gradually been refined 
and the total machine hours required have been reduced about 40% 
since the plan was started. 


Our district managers have been relieved of the job of policing 
the payroll because the office “controls.” They merely check to see 
that the grocery manager follows the proper procedure in preparing 
the requisition. Perhaps their greatest gain is that they now get a leg- 
ible, printed and totalled payroll for each store. 


OTHER GAINS 


We gained in several other places that we originally had not 
thought of: 


1. Our payroll data is ready for management in great detail about 
a week earlier than before. 


to 


A wealth of employee statistics is available for analysis. 


Store cash report auditing has been simplified due to the elim- 
ination of payroll disbursements from the cash report. 


4. The simplification of the cash report has enabled us to punch 
cards for its account distribution easily, and eliminate the pre- 
vious hand posting and adding method. 


5. The cash report punched cards fit in with our existing plan 
to complete a trial balance on our tabulators and to prepare a 
detailed tabulated store operating statement. 


All departments are pleased with this plan because everyone gained 
by it. We feel that all gained because the plan was carefully thought 
out; all the departments concerned helped in the planning; installation 
was made with great care and follow-up was prompt and complete. 
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NTERNAL AUDITING is keeping pace with the remarkable growth 

of American enterprise, and today many companies—particularly 
the larger and far-flung businesses—have in their employ well-trained 
and efficient staffs of auditors. These internal auditors often cover a 
broad field which is not confined to the auditing of the company’s 
accounting records, but embraces such additional activities as investiga- 
tion of the systems and efficiency of various departments, inquiries into 
employee relations and customer relations, and many other special 
assignments. 


The public accountant has a peculiar interest in the nature and 
extent of the work being performed by the client’s internal audit staff 
because, in a broad sense, the internal and outside auditors have many 
common objectives. However, there are ..«me important points of 
difference concerning the manner in which the two kinds of auditors 
function. 


The internal audit staff carries on its work throughout the year, 
whereas the public accountant generally makes one or more interim 
Visits to the company during the year and completes his work after the 
close of the accounting period. Of necessity, the auditing performed by 
the internal staff involves a more intimate approach and would include 
a rather detailed review or check of many of the day-to-day transactions 
of the company. On the other hand, the public accountant concerns 
himself with a review of the system of internal control, a review of work 
performed by the internal auditors, an examination of the financial 
position at the close of the period, and a review of the operating results 


*Paper delivered at the Philadelphia Accounting Forum. 
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coupled with such tests of cash and other transactions during the year 
as the public accountant deems appropriate. 


The internal audit staff is an adjunct of management and, as such, 
is living with the company’s affairs from day to day, studying systems 
and controls, searching out weak spots, and making criticisms and 
recommendations in a staff capacity. 

The public accountant, on the other hand, is elected by the stock- 
holders or appointed by the board of directors. He independently 
must arrive at conclusions, as a result of his own auditing procedures, as 
to the validity of the company’s representations regarding its financial 
position and the results of its operations for the period under examina- 
tion. 

Some of the procedures carried out by internal auditors in which 
the public accountant is particularly interested are: 

Auditing of income and expense accounts. 

Auditing of vouchers. 

Physical tests of inventories from time to time during the year, on 

surprise occasions, if practicable. 

Confirmation of receivables by correspondence with the debtors. 

Auditing of payrolls, including the witnessing of payoffs, checking 

rates, overtime and the general arithmetical accuracy of the 

payroll records. 

Auditing of cash receipts and disbursements. 

Periodical surprise cash counts and reconciliation of bank accounts. 

Accounting for fixed assets by physical inspection. 

The internal auditor should submit complete written reports upon 
the scope of his audit assignments and upon his findings. His excep- 
tions, criticisms, recommendations and conclusions should be stated 
without fear or favor, otherwise the whole purpose of his work is 
defeated. In order that there may be such a frank statement of facts 
and findings, the internal audit staff should have the wholehearted 
support of the management. 


There are situations where the public accountant and the internal 
audit staff combine their efforts in carrying out a particular phase 
of an audit. Take, for example, a company that has a number of 
branches scattered throughout the country. It may be appropriate, in 
such case, for the public accountant to select certain branches which 
he will examine while the other branches will be covered by the internal 
audit staff. It goes without saying that under such an arrangement 
the visits should be rotated from year to year so that in the course of 
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two or three years the public accountant will have visited each branch 
himself. 


Another illustration of joint effort is where representatives of the 
public accounting and the internal audit staff are in attendance during 
a physical inventory-taking. Where the inventory is being taken at a 
large plant, the combination of audit forces is bound to result in broader 
and more effective coverage. 


Where the public accountant confirms by direct correspondence a 
large number of receivables, it is sometimes practicable for him to refer 
customers’ exceptions to the internal auditors for investigation and 
adjustment where necessary. Naturally, the results of such investiga- 
tion should be reported to the public accountant. 


An important phase of the public accountant’s annual examina- 
tion is a review of the general objectives and the work performed by 
the internal auditors. Such review is accomplished through personal 
contact with the internal audit staff and examination of their reports 
and working papers. 

The knowledge thus obtained of the internal audit scope and of 
the reported findings, criticisms and recommendations is of great value 
to the public accountant in forming a decision as to the character and 
extent of his own audit program. If the internal audit program with 
respect to a certain section of the accounts has been comprehensive, 
and the related report indicates the accounts to be in a satisfactory 
condition, the public accountant has a basis for reliance and is justified 
in restricting his auditing procedures to an appropriate extent. On the 
other hand, when the internal audit report contains numerous excep- 
tions and serious criticisms, the public accountant is put on notice and, 
unless the condition has been corrected, he must expand his program 
so as to cover adequately a weak situation. 


Even if the public accountant feels that he has ample reasons for 
reliance upon the effective performance of the internal audit staff he 
cannot, as a matter of principle, substitute their work on various classes 
of accounts for his own audit functions, because the public accountant 
has his independent responsibility to the stockholders and directors. 
But where the internal audit staff is known to be competent and efficient, 
and where there is an adequate system of internal control, the public 
accountant is ordinarily justified in modifying the extent of his coverage. 


In conclusion, it seems evident that more comprehensive and effec- 
tive auditing is accomplished through an understanding and coopera- 
tive relationship between the internal auditor and the public accountants 
of any company. 
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HE purchasing activities of a company include all the steps related 

to the acquisition of items which will be used in the conduct of its 
business; items which are purchased for resale in their present form 
and also a variety of other goods and services incidental to the general 
operations. It is ordinarily more efficient to handle as large a. propor- 
tion as is possible of the total purchasing through the same channels. 
Purchases should be made in a manner and at a cost which is most 
advantageous to the company, and the routines and procedures should 
be such that effective control is maintained. 

It may be necessary at times for other departments to interview 
salesmen regarding special details of their product, but such interviews 
should be held in the purchasing department, whenever practicable. 
No one other than a member of the purchasing department should com- 
mit himself as to final approval or prices. All correspondence with 
suppliers should originate in the purchasing department, except in 
special cases where the technical details make it advisable to delegate 
the authority to others, and in all such cases the purchasing department 
should receive copies of the correspondence. The purchasing depart- 
ment may delegate a representative in other departments to collect 
information regarding materials, but the actual purchasing should be 
done only through the purchasing department. 


*Paper delivered at a meeting of the New York Chapter. 
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All contracts involving labor and material should be reviewed by 
the purchasing department to determine whether the material prices 
and labor costs are reasonable. It is the purchasing agent’s responsi- 
bility to make certain that the contractor is covered by workmen’s com- 
pensation and public liability insurance in accordance with the contract. 
Contracts on a cost or cost-plus basis should be so drawn that the Internal 
Auditing Department has the right to review the contractor’s books for 
the purpose of verifying these costs. 


In general, then, it is the responsibility of the purchasing agent to 
conduct and conclude all negotiations affecting purchases, including 
price, terms, quality, delivery, etc. 


PURCHASING PROCEDURES 

REQUISITIONS 

The starting point for all purchasing should be, in the first place, 
an intelligent determination of what is needed. The determination of 
requirements may be based on standard stock requirements, budgets, 
production schedules, or other techniques. Purchase requisitions are 
ordinarily prepared in duplicate or triplicate on a standard form. 
Changes in quantities or specifications on approved requisitions should 
be authorized by change requisitions prepared and approved in the 
same manner as the original requisition. 


The purchasing head or his assistant is normally required to 
approve purchase requisitions after determining that proper approval 
has been given and that they are complete as to description, account 
to be charged, etc. The requisitions then are forwarded to the buyers 
to obtain prices from vendors and check them with cost information 
on file. 


PurcHASE ORDERS 

After a requisition has been fully approved it is ready for use as 
the basis for preparing the purchase order. Purchase orders should be 
originated only by the purchasing department except in the case of 
local purchases mentioned hereinafter. 


Data related to items frequently purchased such as specifications, 
prices, terms, delivery facilities, quality, service, and all of the factors 
which bear on getting the maximum value for each dollar expended can 
be continuously assembled. The placing of a spe. ‘fic order then involves 
the use of such information on hand, plus that obtained from such 
further investigation and inquiry as may be advisable. It is desirable 
that competitive bids be obtained. The final selection of the vendor 
should not, of course, involve any kind of favoritism. 
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An appropriate purchase order form should be serially numbered 
by the printer and should carry such descriptive data as are required 
for the vendor, together with other stipulations and conditions which 
are necessary to protect the company’s interests. Purchase order blanks 
should not be left where they might be misappropriated, and all serial 
numbers should be accounted for. 


Audit Routines for Requisitions and Purchase Orders 


1. See whether all purchase requisitions are signed by someone 
having proper approval authority. 


2. Observe whether any purchases are being made without requisi- 
tion or before requisitions are received. 

3. Test purchase orders to see whether the quantity and descrip- 
tion of material are the same as those on the corresponding 
purchase requisitions. 

PRICING 


Price is an important factor in any purchasing transaction, but 
buying on price alone is not the best practice. The reputation of the 
vendor plays an important part, because reliability and the expectation 
of service are important factors in the final decision. 


A price card record may be maintained in the purchasing depart- 
ment of all purchases of materials, supplies, equipment, etc. Entries 
are made on this record from a copy of the purchase order, showing the 
quantity ordered, date, vendor, price, terms, f.o.b. point, and the destina- 
tion of the material. Upon receipt of an approved requisition in the 
purchasing department, the date of the last purchase of such materials, 
the vendor’s name, and the last purchase price are recorded on the requi- 
sition from the price card, as a guide to the buyer. Vendors’ prices are 
obtained by written or oral inquiry. 


Audit Routines for Pricing 


1. See whetne: the major purchases are covered by bids and 
whether orders were placed with lowest bidder, excepting for 
good reason such as quality, availability, etc. 


to 


Test-check orders not covered by bids by reference to catalogs. 


5. Consider whether there is sufficient control to discourage col- 


lusion between storekeepers and purchasing department per- 
sonnel. 


4. Consider whether certain vendors appear to be improperly 
favored. 
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The purchasing department is usually charged with the responsi- 
bility for expediting the order after it has been placed. The goods which 
have been ordered must be shipped according to company needs and 
predetermined program. If delays. occur the purchasing department 
should be immediately aware of these facts and thus be in a position 
to take whatever steps are necessary to expedite delivery. One means of 


1 


effecting control is through the use of one of the copies of the purchase 


g 
order. Expediting should be established as a separate responsibility 
in the purchasing department, with two principal records. First, a 
record of incomplete purchase orders, and second, a record of material 
received on those orders. 

routine follow-up may be sufficient to effect delivery as soon as 
required. However, it may sometimes be necessary for the buyers or 
even top management to assist in obtaining prompter deliveries 


RecEIvING Reports 
Purchased 


independent receiving department. This department has the responsi- 


oods should be physically received in a separate and 


g 


bility for determining what goods were received and their condition. 
A report should be made to both the purchasing and the accounting 
departments, giving full information as to any differences between what 
was received and what should have been received. 
Audit Routines for Receiving Reports 
1. Test-check the quantities received as entered on purchase 
orders by comparison with storeroom reports. 
2. Observe the method of handling incoming receipts and of 
storing them. 
5. See whether appropriate records are maintained of payments 
made before the receipt of goods so paid for. 
4. See whether receiving reports are received promptly and the 
receiving data promptly entered on purchase orders. 
5. See whether controls are adequate to avoid duplicate payments. 
INSPECTING AND TESTING 
The purchasing department should be informed promptly of qual- 
ity deviations, unauthorized substitutions, improper packaging, failure 
to follow shipping instructions, etc. 
CuHEeckING INvoIcEes 
Vendors’ invoices are normally received in the purchasing depart- 
ment where they are checked by reference to purchase orders, contracts, 
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etc. Routines should be established so that any claims not deducted upon 
payment of invoices are so recorded that they may be followed up care- 


fully. 


All invoice data are recorded on and compared with the purchase 
orders. Purchasing department approval is thus evidence that the 
quantity, quality, price, trade discounts, and the date for cash discount 
deduction have been checked. 

Audit Routines for Checking Invoices 

1. In connection with payments on a contract, compare the amount 

of the contract with underlying estimates and investigate rea- 
sons for differences. Where the original amounts are increased 
because of additional work, increased costs, etc., see whether 
such changes were properly authorized. 

2. If contracts or orders indicate that certain amounts should be 
withheld for a period of time, ascertain that such amounts were 
not paid until due. 


w 


See that certificates covering workmen’s compensation and pub- 
lic liability insurance were obtained from contractors or ven- 
dors when work was performed for the company. Such certifi- 
cates should be received before actual work is begun. 


TRAFFIC 


Freight bills should be checked by the traffic department to be cer- 
tain that the material has been classified correctly, the right equipment 
used, and the proper rate applied. Errors by the shipper in describing 
the material and also errors by the railroads in applying the proper rate 
are common enough to justify careful auditing of all freight bills. 

Companies without complete facilities for checking freight and 
express bills should consider having them re-audited by a reliable com- 
mercial firm specializing in this work. 

Audit Routines for Traffic 

Examine freight, cartage, or transportation charges for evidence of 

duplicate payments as well as freight charges on materials shipped 

f.o.b. destination. Test rates, weights, classification, etc. 


LocaL PuRCHASES 


There are usually exceptional conditions which require some devia- 
tion from the standard purchasing routines. One of these concerns 
local purchases. Very often certain materials must be purchased as 
needed without the delay which accompanies the regular routine, and 
special forms may be provided on which to handle such matters. 
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It is common practice to authorize local purchases for emergency 
needs with a specific value limitation. It keeps extremely small trans- 
actions out of the general purchasing office, and facilitates the procure- 
ment and use of material at points so distant from the general supply 
that the regular requisitioning procedures would cause undue delay and 
inconvenience. 


Audit Routines for Local Purchases 
Examine “emergency” orders and see whether the procedure is 
properly controlled. 


INTERNAL AUDIT PROCEDURE 

The audit routines suggested herein revolve for the most part 
around the ability of the personnel who carry out the purchasing pro- 
cedures and the manner in which they perform them. It is the internal 
auditor’s responsibility to see that proper procedures are established 
for intelligent planning, requisitioning, purchasing, receiving and stor- 
age, and for adequate checking and approval of invoices for payment. In 
each of these phases he should consider whether the operations are 
carried on in an efficient manner by qualified personnel and whether 
the company’s interests are properly protected. 


It is also desirable that the responsibility for each type of opera- 
tion be assigned to a specific individual, so far as practicable. Thus, all 
purchasing should be done by the purchasing department and all goods 
should be received by a receiving department independent of the pur- 
chasing department. A formal system should be established whereby 
personal responsibility can be placed for requisitions, purchase orders, 
receiving tickets, invoices and any other documents involved in the 
ordering and receiving routines. Purchase orders should bear appropri- 
ate approvals and, so far as possible, prices should be based upon com- 
petitive bids. The point at which actual commitments are made by the 
company should be especially well controlled and in the hands of a 
responsible person. 


The internal auditor should determine that receiving reports are 
prepared and sent directly to the purchasing department. Systematic 
routines should be provided for the handling of claims and their follow- 
up. All phases of the purchase transaction—quantities received, prices, 
terms, clerical extensions and additions, freight charges, etc. should be 
carefully checked by persons not directly connected with the particular 
operation involved. 
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‘DUCATION is a tremendously important and serious project. This 

is so, because your entire future is likely to be patterned from the 
kind of an education that you acquire. While you may sense its impor- 
tance, to a certain degree, the fullest appreciation will come only after 


you have completed your formal training and have matriculated in the 
school of experience. 


Education is a life-long task covering two specific periods. The 
first period comprehends the fundamental, formal and theoretical train- 
ing obtained through courses provided by schools and colleges. The 
second phase is a continuing one and never ends; it is the day to day 
education that you acquire from observation, reading, and experience 
in the vocation that you choose. 


The school of experience offers many rigid courses, and it does not 
hesitate to flunk one who fails to meet its required standard; and its 
system of grading is not as liberal and tolerant as you become accus- 
tomed to in school and college training. For instance, assuming that 75 
is a passing grade, you can be promoted and graduate by being 25% 
wrong in your classroom work. But one will not go very far in busi- 


ness if he is generally 25% wrong. Many of our large companies who 


*Excerpts from a paper presented at Michigan State College, East Lansing, Michigan. 
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recruit their personnel from college graduates, limit their interviews 
and selections to the top 10% of the class; they are endeavoring to 
pick those who are right most of the time. 


A high scholastic record will mean much to you later on. I hope 
you will keep this thought in mind in all of your assignments. 


A great variety of technicians are needed to run a modern business, 
and each technician must have far greater knowledge and skill than 
his forefathers needed for the same relative function. In addition there 
are many new functions in business today and others are being added 
with each new calendar. 


While technical knowledge and skill are very important and one 
should endeavor to qualify as a superior technician, that is, a superior 
general accountant, auditor, cost accountant, public accountant, pur- 
chasing agent, personnel director, et cetera, I feel it is far more impor- 
tant that he qualify as an authority on the function of the activity that 
he is training for, than to become an expert technician in the routines 
of that activity. 


By that, I mean it is more important to know the objectives and 


function of general accounting than it is to know the mechanics or 


routines of general accounting. It is more important to know the 
objectives and functions of an auditor than it is to know how to audit 
cash, receivables, inventories, et cetera. The “WHY” of a function 
is far more important than the “HOW.” If we thoroughly understand 
WHY a functional activity is maintained, what it is expected to accom 
plish, the motive for its establishment, and the objectives sought, the 
mechanics and routines can be easily mastered. 


As General Auditor for my company I head up the functional 
activity known as Internal Auditing. While I need staff men of the 
highest technical skill, men well trained in auditing procedure, this 
requirement does not rank first in my selection of personnel; in fact, 
it is far down the list of qualifications that I look for. 


The reason for this is that I can easily teach one the required 
mechanics and routines provided he or she has the other necessary 
qualifications. 

The qualification that receives my first consideration is “Contact 
Ability.” I believe every executive gives considerable weight to this 
quality though some positions do not require as high a degree of ability 
as others. In my work this quality is number one on the list 


Contact Ability is composed of two distinct qualities and it takes 
the pair of them to make for effective contacts. 


f/ 
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The first quality is known as “Personality” and comprehends the 
totality of one’s characteristics, which must be highly positive. The 
term Personality as used in business does not refer to the glamour type 
of individual but to a type whose sum total of characteristics makes the 
person a good representative; a person of good habits, one that is a 
credit to his company, and is well received by those whom he or she con- 
tacts. To develop a well balanced personality that will be a real asset 
one must be able to inventory and evaluate all of his personal traits, 
habits, appearance, mannerisms, et cetera. This is a task that many 
find it difficult to do, although they can generally point out the deficien- 
cies that exist in others. 

Your success in developing a highly positive personality may mean 
the difference, some day, between getting a good position and just miss- 
ing it; it may mean the difference between rapid promotion and relega- 
tion to routine assignments. 

The complementary quality that goes hand in hand with Per- 
sonality to make up Contact Ability is Human Relations. Personality 
relates to the way you handle yourself. Human Relations relates to 
the way you handle other persons. The sum total of the two repre- 
sents your Contact Ability rating. Skill in Human Relations is a 
necessity to one aspiring to a supervisory or executive position and a 
material asset to one serving as a line employee. The display of skill 
in Human Relations while serving in a line capacity will often be the 
means of promotion to a supervisory or executive position. 

It is a comparatively easy matter to find employees who can 
satisfactorily manage materials and machines, but it is a very difficult 
task to find employees who can manage men. 

While I recommend that the approach to this subject be made by 
the way of a regular college course, selective reading will prove of 
material benefit. To be highly efficient in this subject one should have 
a certain amount of basic training in the fundamentals of applied 
psychology. It is important to know something about the forces that 
motivate human action and also something about human reactions if 
one is to serve in a capacity that calls for the managing of men and 
women. 

I would like to make it clear, that when one enters the business 
world he will find two general areas of operation: 

1. The area composed of line workers. 
2. The area composed of supervision. 

The first area (line workers) represents the clerks, machine oper- 

ators, routinists and those who perform detailed and specific work under 
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direct supervision. It is through this area that most persons must enter 
business, unless they are highly skilled and experienced. 
ie 


It should be thé objective of every ambitious young person enter- 
ing business to work through this area to the next higher level as fast 
as possible; for the most desirable positions and the higher salaries lie 
in this upper strata. 


It must be understood, however, that the “line worker” area is 
the proving ground that determines one’s real ability and fitness to 
move on. Unfortunately a large majority of line workers fail to meet 
the test. The result is they paddle around in the “line worker” area 
and never get very far. They are somewhat analogous to a man in 
a row boat who pulls no harder on the oars than is necessary to hold 
his own against the downstream current. Some will shift from com- 
pany to company in the hope of bettering themselves, but seldom 
accomplish much except a change of scenery. 


This failure of the masses to qualify for the supervisory strata 
reduces the competition to a minimum and makes it comparatively 
easy for one to advance if he will give serious consideration to the factors 
so necessary for supervisory recognition. 


As I have previously mentioned, when I interview a person seek- 
ing employment in my department, I first determine if the applicant 
has satisfactory “Contact Ability.” If he or she does not have this 
quality to a satisfactory degree, it matters not how superior the appli 
cant’s other qualifications may be, the interview is closed as far as 
obtaining a position is concerned. If this particular quality is satis 
factory, I then turn my attention to determining the applicant’s Com- 
munication Ability; both oral and written. The ability to write well 
and speak well is a very important asset in most positions, but in work 
such as that performed by my activity it is a highly important factor; 
in fact it is number 2 on our list of requirements. 


Since I remarked at some length on this subject at my last visit, 
I will refrain from any lengthy repetition. I would like, however, to 
emphasize its importance. Few persons excel in this particular quali- 
fication, with the result that one will find little competition in gaining 
recognition as a superior communicationist. 


While technical knowledge is very important, and should not be 
minimized in any way, it nevertheless has a weight of only about 30%, 
when related to the factors necessary for business success. The factors 
making up the 70% are Contact Ability (Personality and Human Rela- 
tions) and Communications (Oral and Written). 
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My own personal observations and experience not only bear out 
this ratio of success factors, but it is supported by the opinion of many 
of our most successful industrialists and executives. 

A skilled technician with a highly positive personality and superior 
ability in communication, cannot help being a business success. 

If you will train yourself to this standard, you will find little com- 
petition, you will always have a choice of employment offers, and be 
able to move up the ladder of business success at a rapid pace. You 
cannot do this by being merely a good technician; you must be superior 
in those factors that count 70%—Contact Ability and Communications. 

There are certain collateral and subsidiary qualities that tie into 
and become an essential part of these general qualities that I have just 
mentioned. For example, Qualitative Thinking. There are so many 
factors entering into the perfection of one’s thinking, that it seems 
difficult to formulate a specific course. However, one should do every- 
thing possible to develop his thinking to the highest degree. In respect 
to this quality, persons are classified as, 

1. Routine Thinkers. 


2. Imaginative or Analytical Thinkers. 


3. Creative Thinkers. 

While we may not be able to qualify as a Steinmetz, a Kettering, 
a Ford or an Edison, we can by proper training improve and develop 
our creative thinking to a level that will enable us to make some real 
contribution to our field of endeavor. 

In the field of “Imaginative or Analytical” thinking, you will find 
greater competition. Consequently, outstanding or superior ability 
in this level of thinking is necessary to gain special recognition. 

Some people appear to be endowed with Qualitative Thinking; 
others have to develop it. But regardless of how it is acquired, it is 
a very important qualification to business success. 


Judgment is another qualification that ranks alongside of Think- 
ing. It takes good thinking to produce good judgment. I asked a friend 
of mine the other day, who is noted for his good judgment, how he 
acquired that specific ability. He replied that “good judgment results 
from experience, and experience is acquired from poor judgment.” 

Possibly that is the way most of us develop our judgment; how- 
ever, anything that you can do while in training to develop and perfect 
your thinking and judgment, should be exploited to the maximum. 

Every business position of any importance requires the making of 
decisions. The number of decisions to be made in the course of a day 
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and the importance of those decisions increase as the level of the posi- 
tion approaches top management. To make good, practical and work- 
able decisions requires analytical thinking and sound judgment. 


Evaluation is a word that I suggest you should become better 
acquainted with. When you get into the business world you will be 
called upon continuously to make evaluations. You will be called upon 
to evaluate materials, machines, ideas, plans, policies, procedures, em- 
ployees, and many other things connected with business. Ability in 
evaluation can be developed by making it a practice to evaluate those 
things that come under your daily observation. 


There is an old saying that one should so train himself that he 
will know something about everything, and everything about something. 


The implication of this old aphorism is that one should support his 
specialized training with a broad background of related subjects. 


> > > 
INTERNAL AUDITING 


Tue InstirutTe or INTERNAL AupiTors has done much through 
its Research and Educational Committees to develop a common under- 
standing of the duties and responsibilities of the internal auditor, refine 
and perfect the standards of practice, and to provide literature for those 
interested in this profession. 


Auditing is somewhat analogous to law, in respect to the marketing 
of one’s skill. As we know, some lawyers open up an office of their 
own, or join with others already in practice, and offer their services 
to the public. Other lawyers prefer to associate with private industry 
as legal advisors. 

The person who has trained and specialized in auditing has a sim- 
ilar choice as to the field in which he or she will seek employment; i.e., 
enter the public accounting field or associate with private industry as 
an internal auditor. 


While the Public Accountant and the Internal Auditor have much 
in common, and some of their methods, procedures and techniques will 
coincide, their over-all objectives differ in many respects. Therefore 
many of their procedures and techniques will also differ. 

In its early phases, internal auditing was primarily a policing 
agency. It was clerical in nature and limited in objectives. However, 
as business expanded and administrative complexities grew, internal 
auditing developed into a type of management control. 
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In the early history of business, operating units were compara- 
tively small and the owners or their representatives took a very active 
part in the administration of the business. They were able to exercise 
direct and personal control of all major business functions. 


Today, the size of most companies makes it impossible for the exec- 
utives composing top management to exercise direct and personal super- 
vision of the many functions for which they are responsible. About all 
they can do is to formulate policies and procedures, and review and 
interpret reports on operations. They can no longer observe and par- 
ticipate in the multiplicity of detail transactions that flow through the 
records. 


For this reason they have found it necessary to establish a system 
of internal controls that will assure that their policies, procedures and 
directives are faithfully and effectively carried out; that company 
values are adequately protected and conserved; that there has been a 
proper administration of functions delegated; that management infor- 
mation has been accurately accumulated and presented; that external 
regulations have been complied with; and that matters requiring con- 
sideration are promptly drawn to attention. 


While the auditor is charged with rather wide and varied types 
of services, including the detection of fraud, errors, waste, hazards, and 
other exposures, it is the constructive service which he renders that 
enhances the value of his work. 


> > > 


Although time in college does not permit one to become a specialist 
in all phases of business, he should endeavor to gain a general knowledge 
of all principal business functions. And in this connection I want to 
emphasize that it is more important to learn the objectives of those 
functions than it is the routines and mechanics. 


Present-day business is very sensitive to changes in economic con- 
ditions. And markets ebb and flow with economic facts and rumors. 
It is highly essential for one associated with the Management family to 
be well informed on current economics in order to recognize trends, 
the status and availability of source materials, and other important 
matters affecting business activities. 


THE INTERNAL AUDITOR’S FUNCTION 
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MAINTENANCE OF 
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I seems logical to me that in order to develop and maintain good 

systems of internal control one must first of all have good personnel 
The problems of personnel are two-fold. First, the internal auditor, in 
order to develop or pass upon the adequacy and effectiveness of internal 
control, must be of more than of average ability. He must have a 
thorough knowledge of production methods, management, personnel, 
organization, English and economics. He must also be tactful, be able 
to get along with people and have the patience of Job. He must demon- 
strate an analytical ability and have a flair for investigation, combined 
with a zest and enthusiasm for the job. 


In the past it was an easy transition for a public accountant to 
become an internal auditor. With him often came public accounting 
techniques—test-checking to prove a balance—public accounting atti- 
tudes—the balance sheet approach—and many of public accounting’s 
bad habits: working paper approach, independence rather than coopera- 
tion, et cetera. These have not survived, to a great extent, in the evolu- 
tion of the practices, procedures and techniques of the modern internal 
auditor. Generally, the internal auditor has taken the best of this herit- 
age and improved upon it to fit his needs. 


Many managements still are prone to choose internal auditors from 
the ranks of experienced public accountants. They usually select them 
on the basis of personal interviews or the management’s knowledge 
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of and contacts with the auditor—this, in spite of the public accountant’s 
bias toward balance sheet audit. Little regard is given to the f+ct that 
there are such excellent testing programs as the “Strong Interest “st,” 
American Institute of Accountant’s Orientation and Achievements 1 sts, 
tests for ability to get along with people, tests for imagination, tests 
for analytical abilities, intelligence tests, et cetera. These tests are 
being relied upon more and more by top managements in helping them 
select top-flight men. 


Practically all internal auditing staffs give their men on-the-job 
training and rotate them to give them better experience. However, this 
is not enough! There should be regular periodic staff meetings where 
the men can get answers to their particular problems and discuss current 
developments in auditing pratice. The auditors should be encouraged to 
join outside organizations in the fields of interest, to subscribe to and to 


contribute articles to various publications. 


The second problem pertaining to personnel is to obtain the right 
operating people. The success of any system of internal control depends 
upon the employees who operate the system. Consequently, the greatest 
care must be exercised in the selection of the right man to fill each job 
in the system. Initially the responsibility lies with the personnel depart- 
ment and it should be every internal auditor’s duty to verify that this 
responsibility is discharged properly. But appraisal of the personnel 
department is not sufficient. The internal auditor should investigate 
whether or not the personnel department's record on a particular indi- 
vidual is adequate to judge him properly. 


The internal auditor should investigate the sufficiency of the edu- 
cational programs conducted by department heads or training centers. 
It should be part of his responsibility to judge the talented and the mis- 
fits and to see that the latter do not adversely affect internal conrols. 
The auditor should also be alert to situations where manpower is not 
fully or adequately used. He should determine the reasons therefor 
and take steps to bring about corrective measures. 


INTERNAL CONTROLS 


Procedures of internal control are those which safeguard the assets 
of the company, check the accurcy and reliability of its data, promote 
operational efficiency, and encourage adherence to prescribed managerial 
policies. [Management exercises control of all operations of the busi- 
ness. It determines its policies and makes its decisions largely on the 
basis of operating and statistical data. It is of great importance, there- 
fore, that such data be reliable. 
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Not only must there be qualified personnel to conduct the system 


of internal control, but the procedures of internal control must also 
embrace: 


1. A plan of organization which provides for organizational inde- 
pendence as between operating, custodian, and recording func- 
tions. Here the basis of separation rests on the premise that no 
department should control the records relating to its own opera- 
tions. Responsibilities and the attendant delegation of author- 
ity should be clearly defined. 


to 


A system of authorization and record procedures adequate to 
provide reasonable accounting control over assets, liabilities, 
revenues and expenses. Once management has determined its 
objectives, has provided an appropriate plan of organization, 
and has delegated the responsibility for the attainment of the 
objectives, it must have media, first, for the records control of 
the ensuing operations and transactions and, second, for the 
classification of data within a formal structure of accounts. 


5. Sound practices to be followed in performance of duties and 
functions of each of the organizational departments. This rests 
on the premise that no one person will handle a transaction 
completely from beginning to end. By division of duties and 
responsibilities an automatic check is established. 


The above, you will recognize, has been borrowed from the Ameri- 
can Institute of Accountant’s statement on Internal Control, and is wor- 
thy of consideration. However, an internal auditor’s appraisal of the 
procedures of internal control will not follow the public accountant’s 
evaluation because his objectives are different. 


DEVELOPMENT OF INTERNAL CONTROLS 


Seldom does the internal auditor have the opportunity to go into 
a new organization to create and develop its internal control procedures. 
In this situation the starting point must logically be the organizational 
plan and the determination that it provides independence between oper- 
ating, custodian, and recording functions. With this background, he 
would begin to put company policies, the systems of authorization and 
record procedures, job classifications and descriptions, et cetera, into 
writing. From this would evolve a chart of accounts and the various 
operating standards. 


Usually the internal auditor is not so fortunate that he can estab- 
lish his own internal controls in a new organization. In most instances 
he inherits somebody else’s system. Here he must spend long hours 
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in appraising its effectiveness and in overcoming employee and manage- 
ment resistances to innovations. This is where tact and the ability 
to get along with people comes into play. Education again is the key- 
note. First, the internal auditor must be so well qualified that he is 
able to command the respect of those whose procedures are being 
changed. Secondly, he must be able to explain and demonstrate to 
them the practicability of his suggestions. Thirdly, he must be patient 
in the acceptance of his improvements. 

In developing, improving and maintaining internal controls, the 
internal auditor should make use of: 


1. Procedures Manual 


These must be kept up to date. They set forth the established 
I I : 

standard method of performing each operation. If they are not being 

followed, the internal auditor should investigate the reasons. Either 


remedies should be applied or the standard method should be changed. 


2. Organization Charts 


This is the start in development and appraisal of internal control 
procedures. There is a continuous need to create new positions, abolish 
old ones and to shift authority, responsibility and duties. The internal 
auditor should assure himself that he has a record of all such changes 
so that he can establish clear-cut demarcation of operations, custody 
and recording, and that the officers and employees discharge fully and 
effectively the duties assigned to them. 

3. Flow Charts 

The auditor should have flow charts for every accounting pro- 
cedure used by the company. He also should have a copy of each form 
used. As part of each audit these flow charts and forms should be 
reviewed and brought up to date. They should be reviewed with the 
methods engineering, cost and systems-and-procedures departments in 
order to strengthen weaknesses, eliminate excess paper flow, etc. This is 
one of the best methods for developing and maintaining internal controls 
for it gives a graphic step-by-step flow of the papers and the departments 
involved. A picture, in this instance, is worth 10,000 words. 

4. Machine Methods 

The internal auditor should have a working knowledge of machine 
methods in use in order to develop better internal controls. He should 
also know the additional uses of the machines. Here again, education is 
the keynote 
5. Methods Engineering and Cost Analysis 

Many organizations are setting up separate departments for sys- 
tems-and-procedures and cost analysis. As the systems and procedures 
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are developed and installed, the internal auditor should review and 
approve them with respect to internal control. 
6. Budgetary Control 

The internal auditor should verify the accuracy of results charged 
against each budget item and also investigate the causes of variances. 
Either the budget should be corrected or the cause of the variance 
remedied. What better method is there to evaluate internal controls 
and the consummation of company plans and policies? 
7. Physical Controls 

Much has been written about plant and office layouts, their effi- 
ciency and attractiveness, and the internal auditor’s responsibilities there- 
for. However, little has been said about the use of photography for a 
permanent pictorial record or to force improvement of existing violations 
of good internal control. Nothing seems to work more effectively than 
to have management send a plant superintendent a picture of a poorly 
handled inventory and ask him to send a photograph showing his im- 
provements therein. 


MAINTENANCE OF INTERNAL CONTROLS 


Assuming that a good system has been developed with the basic 
principles of internal check recognized so far as is practically possible, 
there are then forces at work such as organization discipline, follow-up 
of errors, and the like, which serve as a continuous impetus to the 
efficient operation of the system. Nevertheless, there exists the human 
tendency to relax, and to depart gradually from the originally designed 
high standards of procedure. Because of this tendency, it is necessary 
to develop a program of more or less independent methods to test and 
appraise the manner in which the system of internal control is function- 
ing and being maintained. These tests should not only ascertain 
whether the system is functioning as devised, but also whether, in the 
light of further study or new conditions, the system itself could be 
improved at any point. It is, accordingly, both a measure of perform- 
ance and an appraisal of it—an independent attack on the control prob- 
lem of maximum system utilization. 

In the past too much emphasis has been placed on the extent of test- 
checking, probably a carry-over from the public accounting background. 
It is recommended that only a sufficient amount of test-checking be 
done to see that the internal checks are functioning. More time should 
be spent in visual observation, evaluation of personnel, perambulation, 
job analysis, et cetera. Consideration should be given to newer statistical 
methods of testing. A great deal of research is now being devoted to 
determining statistically the proper size of a sample. 
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Another feature that should be stressed by the auditor in maintain- 
ing internal controls are incentives and suggestion plans. He should, 
through personal evaluation, be a means for advancement of personnel. 
An active interest in this phase can win him many friends. Develop- 
ment and maintenance of internal controls is not the burden of the 
internal auditor alone. Being receptive to suggestions can be very help- 
ful in reducing costs of internal control. Through discussions with 
employees of various plants, the internal auditor can exchange helpful 
information and effect a standardization of procedures within the organ- 
ization. 


The fundamental problem in the world today is not whether this 
nation can gain some advance over other nations in science and tech- 
nology, or in the manufacture of atomic bombs. The fundamental prob- 
lem is whether the Western democracies can cooperate for a common 
purpose and gain strength through unity; reconciling this unity with 
the problems of their own empires or overseas territories. Real and 
true cooperation between nations is not possible unless each nation 
concerned is prepared to suffer, if necessary, some small loss of sover- 
eignty for the common purpose. Either the cooperation is real and 
true, or it is a facade behind which nations pursue their own selfish 
policies. If this should happen, then our dead would, indeed, have 
died in vain! 


—ViscouNtT MonTGOMERY. 
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WHAT IS INTERNAL CONTROL? 
NTERNAL CONTROL is a system which assures management that 


its policies are properly carried out and that its financial statements 
and numerous reports accurately record existing conditions and current 
operations. Such a guarantee is absolutely necessary for the responsible 
and efficient operation of any business whose size has increased to a 
point where its structural organization has become complex and wide- 
spread. No longer being able to exercise personal supervision over the 
conduct of its operations it is now management’s direct responsibility 
to see to it that an adequate system of internal control is being main- 
tained. 

Much has been written about internal control including “Internal 
Check” and “Internal Audit,” but the best treatise on this subject which 
I have seen is a booklet entitled “Internal Control” published by the 
American Institute of Accountants in November 1948. It is a special 
report by the Committee ‘on Auditing Procedure dealing with the Ele- 
ments of a Coordinated System of Internal Control and its importance 
to management and the public accountant. I highly recommend your 
securing and reading a copy, and I am going to take the liberty of quot- 
ing passages from its excellent text from time to time. Though reports of 
such committees are not always the model solution to the problem, they 
nevertheless act as an authoritative guide in creating and setting up 


*Paper given at a New England Chapter meeting. 
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a system of internal control considered by business as practical and 
effective. 

More specifically, internal control may be defined as a system of 
organizational procedures and practices which tend to detect and pre- 
vent mistakes and misstatements of facts, whether they may be acci- 
dental or fraudulent in nature. But what is even more important, 
internal control detects such errors when they occur and not at some 
later date when it may be too late. This is particularly true in the 
insurance industry where the accounting records are closed only once a 
year. If no internal control is operative, errors and misstatements may 
not be evident until the end of the year. Such a system might place 
management in the very embarrassing position of having based major 
decisions on information which later proved to be erroneous. 


In its broadest concept, internal control extends beyond those mat- 
ters which relate directly to the functions of the accounting and financial 
departments. It might very well include budgetary control, standard 
costs, inventory control, time and motion study, coordination and plan- 
ning, and even training programs for personnel. 


WHY IS INTERNAL CONTROL NEEDED? 


I quote from the American Institute of Accountants booklet: “The 
primary responsibility for safeguarding the assets of concerns and pre- 
venting and detecting errors and fraud rests on management. Main- 
tenance of an adequate system of internal control is indispensable to a 
proper discharge of that responsibility. 

It is impracticable for public accountants to make detailed audits 
of most companies within economic fee limitations. Furthermore, a 
subsequent examination cannot be regarded as a substitute for the 
exercise of proper control in the actual handling of transactions.” 

As far as our insurance industry is concerned, you are probably 
acquainted with the fact that the State Insurance Commissioners have 
this year instructed their examiners to report hereafter on the system 
of internal control employed by Insurance Companies. 


Today most Companies find themselves engaged in large-scale 
operations, both from an insurance and investment viewpoint. Because 
of this growth in size, geographical scope, and organizational complexity, 
executive supervision has, of necessity, become more impersonal in 
nature. Management, therefore, must delegate much of its authority 
and rely upon detailed reports and analyses in making decisions. In 
order to guarantee the reliability and accuracy of such reports and to 
be assured that procedures are being closely followed, the maintenance 
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of internal controls is absolutely necesssary. A good system of internal 
control is the most efficient means that management has to assure ade- 
quate control over its assets, liabilities, income and expenditures. 


WHAT ARE THE FOUR MOST IMPORTANT ELEMENTS OF A 

SATISFACTORY SYSTEM OF INTERNAL CONTROL? 

It is essential to have “A plan of organization which provides 
appropriate segregation of functional responsibilities,” says the Com- 
mittee on Auditing Procedure. 

In any well-planned organization the operating, custodian and 
accounting functions should clearly be independent of each other. The 
need for segregating these functions arises from the basic principle that 
no department should control its own accounting records. Without such 
segregation the accounting records could conceivably be manipulated to 
conceal the effects of previous errors in judgment or management. The 
separation of functions also tends to reduce the possibilities for fraud 
and misappropriation of funds. In drawing proper lines of functional 
responsibilities, management should keep these thoughts in mind. 


On the other hand, management has occasionally taken the posi- 
tion that it is more efficient and economical to decentralize accounting 
and custodian functions and permit operating departments to receive 
and disburse funds upon their own responsibility or authority, main- 
tain their own accounting records, and render management reports and 
analyses covering their own activities. Obviously, this is in direct con- 
tradiction to the principles of effective control. 

Perhaps the answer to this problem lies in the statement of the 
Committee on Auditing Procedure when it says: “Effective Internal 
Control is so pertinent to the question of the reliability of financial 
data and so fundamental to a proper discharge of management's total 
responsibility as to require that management be prepared to demonstrate 
the steps taken to attain it.” 


The second essential element for good internal control, states the 
Committee, is, “A system of authorization and record procedures ade- 
quate to provide reasonable accounting control over assets, liabilities and 
expenses.” 


In this connection there should be a formal chart of accounts to 
facilitate the proper classification of data; an accounting manual with 
explanations as to what should or should not be included in particular 
accounts; written instructions which prescribe procedures to be fol- 
lowed in all phases of operations; and procedures covering effective cost 
control and budgetary controls. 
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The third essential element is “An Internal Audit Procedure to 
to assure that sound practices are being followed in accordance with 
prescribed procedures,” continues the Committee. If the size and condi- 
tions warrant, there should be an efficient Internal Audit Staff to main- 
tain constant watch over practices and procedures and to suggest new 
ones whenever necessary. 


The functions of an internal audit staff should be of a constructive 
nature. Its primary function should be procedure control. The staff 
should make constant investigations, tests, and checks to assure manage- 
ment that established procedures are being followed in practice and that 
procedures are adequate for proper internal control. By so doing, it will 
automatically uncover errors and fraudulent practices. The staff should 
constantly analyze procedures and if necessary recommend changes to 
management. The functions of an internal audit staff should not be 
allowed to degenerate into police force activities or detective practices. 
The internal audit staff should gain the confidence of the department 
heads so that assistance and advice can be effectively given them rather 
than antagonize them with painful probing. 

In speaking of an internal audit staff I am not suggesting nor infer- 
ring the elimination of the public accountant. I am firmly convinced 
that he has a definite place in any business, regardless of size, for finan- 
cial statements are far more convincing to the public or stockholders if 
they bear the certificate of a public accountant. An internal audit 
staff should rather supplement the outside auditor and save him much 
detailed work, thereby reducing his fee. His activities could be con- 
fined to the verification of assets, liabilities and perhaps tests along the 
lines of operational accounting. He should by all means pass upon the 
effectiveness of the internal control system. 


Last but not least, the Committee recommends, as a fourth essential 
element, “A degree of quality of personnel commensurate with responsi- 
bilities.” In the scheme of things the most important thing is the human 
element. Hence it plays an important role in an effective system of 
internal control. 


Management, therefore, must adopt a sound and equitable policy of 
employment, selection, placement and promotion of its personnel on 
the basis of ability, integrity, experience and responsibility. 


Training programs should be instituted and the employees should 
be thoroughly familiarized with the Company’s policy, practices and 
procedures through means of adequate manuals of instruction. But 
above all, do not let us forget that in planning anything the most valu- 


able asset we have is a loyal and conscientious staff and that therefore 
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all of our decisions must be tempered by the knowledge that human 
relationship is the real success of any business. 


WHAT PRICE INTERNAL CONTROL? 


How far we should go in setting up an internal control system and 
how much we should pay for it depends entirely upon the individual 
company. Suffice it to say that internal control is a must with all of 
us. Each company has its own peculiar problems. Generally speaking, 
the following factors should be carefully considered in planning an 
effective system: 

1. The size and scope of the organization. 


2. Effect of internal control on cost of operation. 


5. Effect of internal control on efficiency of operations. 


4. The scope of audit made by the public accountant. 


All companies, both large and small, need internal controls, but 
it is in the larger companies where the need for extensive controls is 
greater. 


EFFECT ON COST OF OPERATION? 


To institute satisfactory internal controls into all levels of an organ- 
izational structure necessitates added expense in most cases. Thus, 
internal control eventually tangles with cost and the extent to which 
we should go in establishing internal controls depends to a certain degree 
upon the effect which controls have upon increased cost of operations. 
It is possible to reach a point where savings resulting from some controls 
are not worth the expense involved. 

On the other hand, internal controls are not always a costly factor. 
In certain instances the introduction of internal controls may even save 
money. For example, there are many types of controls which will 
reduce the amount of investigation required by public accountants, 
thereby reducing the accountant’s fee. 


EFFECT ON EFFICIENCY OF OPERATIONS 


Another factor to be considered is the effect of internal controls 
upon the efficiency of operations. A good internal control system should 
increase the efficiency. It should not introduce complicated and un- 
wieldy methods of operation, or create unnecessary duplication. A 
good system of internal control should have no bottlenecks through 
which all documents must flow, thus causing a slow-down in prompt 
service to the public or, as in our case, to the policyholders. 

There are times, however, when internal controls would appear 
to interfere with the efficiency of operations. Supposing we were to 
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introduce internal controls over the authorization, issuance and approval 
of checks. If we were to apply the most desirable principle of internal 
control from an accounting viewpoint, we would have one department 
authorize the check, another department prepare the check, and still 
another department sign and approve the check. However, from a 
purely operational standpoint it might be more efficient to have each 
individual department authorize, prepare and approve its own checks. 
Such a procedure might be permissible if the accounting functions had 
been segregated, but under no circumstances should efficiency methods 
be permitted to stifle essential accounting safeguards. 


INVENTORIES AND UNDECLARED ASSETS 


Perhaps a word about internal control over inventories and unde- 
clared assets might be appropriate as far as the insurance industry is 
concerned. By inventories and undeclared assets, I mean inventories of 
paper stock and office supplies, office equipment, office machines, and 
office furniture, all of which must be charged immediately to expense 
in accordance with insurance regulations. Too often one is apt to lose 
sight of the fact that inventories and undeclared assets such as these 
are practically as liquid as cash and should be controlled as tightly as 
cash. 

Insurance companies purchase vast quantities of paper stock and 
other office supplies, and inventories of these items must be constantly 
maintained. Very often the attitude of employees toward paper stock 
and office supplies is that there is a never-ending supply of everything 
in the office and company storeroom, that the company is financially 
better off than he is and that anything that he needs will never be 
missed if it is taken. It is not necessary to remind you of the hundreds 
of thousands of dollars represented by these items which are a valid 
equity, although they are not an allowed asset in the Annual Statement 
to the Insurance Department. An effective internal control system 
would not only provide a proper inventory record, but it also assures 
management that its supplies, etc. are being used for the purpose for 
which they were intended. 


CONCLUSION 


In concluding my resume on internal control may I leave with you 
a word of caution. No matter what system of accounting, audit pro- 
cedures or internal control we may employ, none will wholly prevent 
fraud, defalcations, errors and misstatements. If they could we would 
not need a bonding company, and from what I have seen and observed 
they are doing a pretty healthy business. However, internal control 
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will go a long way towards reducing these hazards of temptation and 
assuring greater accuracy of accounting and operating data. 


Having installed a good system it must not be presumed that the 
effectiveness of the system remains static. As with any system involv- 
ing human behaviour it must be reviewed periodically to ascertain 
whether or not its provisions are being complied with. 


Finally, any internal control system is only as good as the effort 
that is made to keep it effective. It does not adjust itself automatically 
to the multitude of changes that take place in a normally active enter- 
prise. Beyond that, human nature being what it is, if no controls are 
being maintained, the system is almost certain to disintegrate through 
disregard of its principles. 


The effectiveness of internal auditing depends not only upon the 
auditing techniques themselves but also upon the use that is made of 
auditing results. The presentation of reports, the publicizing of audit 
ing services, the maintenance and preservation of satisfactory relation- 
ships with line organizations and the development of higher type audi- 
tors all contribute in an important sense to the success of the audit 
program. These are phases of audit information which we, as auditors, 
would do well to explore and discuss. 
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MONG the most valuable control functions of internal auditing and 

internal check are the recommendations for improvement in office 
procedures and accounting systems that flow from the desk of the inter- 
nal auditor. Much has been written on procedures of administrative 
control. The policing, or protective, phase of auditing has been well 
established and generally accepted by most companies. It is not so 
well established or accepted in industry, perhaps, that the internal 
auditor holds a unique position in the organization. He can and should 
render an invaluable constructive service to management because of his 
intimate knowledge of the details of operations in all departments of 
the company in which records are kept. There are few employees 
in an organization in a position which enables them to have such a vast 
amount of accounting information at their finger tips at all times. 
This, I believe, is the most forceful argument for requiring internal audi- 
tors to carry on their work independently and report only to top account- 
ing managements, higher officials of the company, or the Board of 
Directors. There is an urgent need for clarifying the role of the internal 
auditor in industry. Progressive management does not hesitate to take 
full advantage of such a valuable source of detailed information. The 
need for an independent internal check on the effectiveness of manage- 


*Presented at Tulsa Chapter Meeting. 


64 


Responsibilities of the Internal Auditor 65 


ment’s accounting and financial policies is rapidly being recognized. 
This paper is restricted to those responsibilities of the internal auditor 
which deal with accounting systems and related procedures. The use 
of mechanical devices plays a prominent part in any systems study 
and is dealt with at some length. 

Although machine accounting methods afford more direct control 
of certain features, and will generally assure mathematical accuracy, 
the mechanization of accounting places a new responsibility upon the 
internal auditor. The division of work made possible by the application 
of machine methods offers the greatest possibility for automatic internal 
checks. In changing over from a manually operated accounting 
system to a mechanized accounting system, care should be taken 
not to make the new system unduly complicated. Accounting systems 
should be kept direct and understandable. Machines are employed 
to the best advantage where duplicate processes in routine work are 
standardized and a uniform approach is used. The internal auditor 
should be constantly on the alert to recommend improvements simplify 
ing accounting systems and procedures for increased efficiency and 
reduction of operating costs of his company. 

The old theory that the auditor should not be concerned with the 
formation of new systems and procedures on the grounds that he might 
not criticize the results of his own ideas as readily as the results of other 
people’s ideas is non-existant in today’s progressive and well-managed 
organizations. Auditors are a group of technical accountants who enjoy 
a well-earned reputation for clearly presenting facts that are essential 
to good business management. 

The internal auditor should analyze, study and evaluate the results 
of each step taken in building a new system. He must know the end 
results of all routine office procedures. He should search out and try to 
eliminate wasted effort. By assisting in the design and installation of 
new systems, the internal auditor can quite often foresee trouble and 
make recommendations that will appreciably reduce the number of 
defects in the system that must be eliminated as they are uncovered 
through experience. 

Business and government are relying more and more on machines 
to accumulate and classify statistics. It behooves the internal auditor 
to keep himself currently familiar with at least the elementary rudi- 
ments of the various types of accounting machines on the market. 
This will add materially to his ammunition when an opportunity to 
recommend improvements and reduce costs presents itself. 

When a machine installation is to be made, the sales representative 
of the company manufacturing the machine will naturally be on hand 
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during the change-over period. He will ordinarily review the system 
in current use and point out the changes that must be made in order to 
utilize his equipment to the greatest advantage. A good accounting 
system must fit precise facts and not an approximation of them; there- 
fore, the detailed structure in the formation of a new system should 
be worked out by the people in the organization who are qualified and 
understand the peculiarities of the operations of their company if maxi- 
mum utility is to be achieved. 


The sales representative can render his most valuable service by 
advising accountants concerning the best code numerical sequence of 
account nimbers in standardized, routine procedures and by assisting 
in writing operating procedures and pointing out short-cuts for the 
machine room. Accountants working with machine sales representa- 
tives should bear in mind that these men are well qualified in general 
systems work. They are, however, rarely familiar with the over-all 
detailed accounting plan and operating peculiarities of the company 
installing their equipment. Their recommendations should be carefully 
considered to be certain they fit into the company’s over-all operations 
as the time a sales representative can devote to your installation is 
necessarily limited. An accounting system for a large corporation 
must be tailormade. 


The best results in systems work can only be attained by an objec- 
tive approach of the type outlined above. The internal auditor and 
clerical personnel in daily contact with accounting details should be kept 
fully informed, and final decisions made only when management and 
qualified operating personnel understand and approve the proposed 
change. This approach is the best type of safeguard against the possi- 
bility that the system will be made to operate smoothly only at a cost 
that is excessive. 


The design of forms to fit accounting machines and the purpose and 
necessity of periodical reports to management are matters that should 
be thoroughly understood by the auditor. Streamlining and consolidat- 
ing essential reports and finding ways and means of reducing or elimi- 
nating reports and statements that are unnecessary is a fertile field for 
the cost-minded auditor. 


Written procedures should govern every phase of office work pos- 
sible. Some procedures which are commonly reduced to writing are 
summarized as follows: 


1. Authorization to spend money for capital additions, major 
repairs and dismantlement projects. 


2. Procedure for recording and depositing cash receipts. 
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3. Procedure for reconciling bank statements. 

4. Procedure for the processing of suppliers’ invoices and the 
preparation of cash disbursement vouchers and checks. 

5. Procedure for processing of journal memoranda and the pre- 
paration of journal vouchers. 

6. Procedure for the preparation of payrolls and the issuance and 
distribution of payroll checks. 

7. Procedure for inventorying merchandise. 

8. Procedure for inventorying capital assets. 

9. Procedure for controlling blank bank checks and issuing stop 
payment orders and replacement checks. 

10. Procedure for controlling petty cash funds. 

11. Procedure for reporting and recording sales, retirements and 
transfers of plant and equipment. 


12. Procedure for issuing and controlling coupon books. 


Written procedures make an interwoven pattern of internal control 
in the processing of evidence of business transactions and greatly facili- 
tate the work of the internal auditor and the public accountant. They 
are the most effective and practical tools with which to safeguard the 
company’s funds, properties and other assets; and, if properly policed, 
assure economical and efficient operations in the office. It is clearly 
evident that the internal auditor charged with the responsibility of 
policing accounting systems and procedures and recommending improve- 
ments must of necessity report to an officer of the company of sufficient 
rank as will assure proper remedial action. 


Other procedures, not often recognized, which should be reduced 
to writing for the purpose of extending internal control, are as follows: 


1. Procedure to control the type of information that is accumulated 
in the accounts and also the type and number of reports that are 
prepared by the accounting department. This can be accom- 
plished in the following manner: 

(a) When information is to be accumulated in the accounts, 
require a written request from the person requesting the 
information explaning why it is essential, what form of 
report is to be used and how often it should be prepared. 
Do not gather useless details. Provision should not be 
made in the accounts for information that does not serve a 
clearly defined basic need. Accounting systems can and 
should be made to accumulate exact information needed 
for positive business control—nothing more and nothing 
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less. It should also be possible to cast any information in 
any form needed for analytical review. 

(b) Appoint an executive accounting committee to review such 
requests and either approve or disapprove them. This com- 
mittee will have an excellent opportunity to combine some 
reports and eliminate others. Executives want necessary 
facts rather than idle information. This procedure acts 
as a safeguard against the destruction, by arbitrary deci- 
sions, of the scientific and practical basis upon which the 
system was built. 


2. A procedure to assure a uniform approach to all accounting 


distribution problems. For example, a prescribed approach 
which proceeds from that which is general to that which is 
specific could be as follows: 

(a) Account number. 

(b) Suffix to account number. 


(c) Item number (these item numbers to be used in conjunc- 
tion with suffix numbers, or account numbers, to gather 
essential information not provided for elsewhere.) Informa- 
tion to be accumulated under each division should be well 
defined and each part capable of operating independently. 
The divisions of an account that should be made depend 
upon the character and volume of transactions to be han- 
dled. This approach assures flexibility and, if uniformly 
used, will facilitate the preparation of financial statements 
by providing the framework necessary to control the type 
of information that is accumulated. 

3. A procedure to control errors in distribution of charges. This 
can be accomplished by circulating errors through responsible 
accounting employees, requiring the employee making the error 
to correct it and by making arrangements to maintain a weekly 
report of errors. Such a procedure is not only educational but 
will promote a lively interest in the proper classification of 
charges. 

Most written procedures can be combined in an indexed office pro- 
cedures manual. This manual should contain a report section outlining 
the due dates, nature and function of each report prepared by the 
accounting department as well as other essential information required 
according to the needs of the company. 

The objects of administrative contro] are to safeguard capital invest- 
ment and provide information for management guidance. The account- 
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ing system is the tool through which business operations are understood 
and controlled. Intelligent and progressive management demands a 
streamlined, complete and useful accounting system. Guess-work and 
unscientific planning can easily prove disastrous to any business organ- 
ization. 


The internal auditor should never consider accounting systems, 
routines and statistical statements as being static. He is expected to take 
the initiative in exercising imagination and encouraging research work 
on new ideas. The Internal Auditing Department should be a place in 
which scientific and practical ideas for improvement in accounting pro- 
cesses originate. 


SUMMARY OF DISCUSSION BY MEMBERS AT THE MEETING 


It was reaffirmed that the installation and use of mechanical devices 
must be preceded by careful and thorough planning and that work 
should be put on the machines in segments even if it is necessary to 
operate parallel systems until the defects in machine procedures are 
smoothed out. A practical way of installing the new procedures by 
segments is by working with one unit, department or branch at a time, 
or with one function, such as payrolls, at a time, perfecting the pro- 
cedure before proceeding with the next segment. 


As practically no new ideas work perfectly the first time tried and 
must be improved here and there until they are made to operate smooth- 
ly, the installation of machines is largely on a trial and error basis in 
most instances; however, it is believed that proper and thorough internal 
control procedures regarding the use of accounts and a uniform approach 
in solving accounting distribution problems, together with careful and 
thorough planning preceding the installation, will keep installation 
expenses and failures to a minimum. It was also pointed out that one 
make of machine is not necessarily the solution to all accounting prob- 
lems. The machines used in various accounting operations should be 
those that are most adaptable to the particular operation under considera- 
tion regardless of the brand name. 


The question was raised as to whether the cost involved in adopting 
machine methods justified the use of mechanical devices over manual 
operations and, if there was any way these costs could be controlled 
and measured. This is a difficult question to answer, and no claim was 
made that the use of machines would reduce costs in any recognizable 
or appreciable amount; however, after the machines have been in use 
for some time, it should be possible to make a favorable comparison 
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depending upon the efficiency of the system and the size of the company. 
Immediate savings resulting from the adoption of elaborate machine 
methods are likely to be of an intangible nature and difficult, if not 
impossible, to measure. 


The question was raised as to whether the Internal Auditing 
Department should write accounting procedures when a formal Systems 
and Procedures Department is in existence. The responsibility of the 
internal auditey to management is for the effective operation of all 
procedures in .'se regardless of the origin of the procedures. He should 
keep himself informed as to the activities of the Systems and Procedures 
Department and give that department the same assistance and construc- 
tive criticism as he renders to any other department. Internal auditing 
is recognized as a staff function; however, it is entirely proper for this 
department to engage in line activities of this nature, i.e., the writing 
and installation of procedures, when management is of the opinion this is 
necessary and the internal auditors are so instructed, particularly when 
there is no established Systems and Procedures Department. 


The question was raised as to how large a business organization 
should be before procedures should be reduced to writing. Office pro- 
cedures should be put down in written form regardless of the size of 
the company or the number of personnel. 


A coordinator is a man who brings organized chaos out of regi- 
mented confusion .. . 


A conference is a group of men who, individually, can do nothing, 
but as a group can meet and decide that nothing can be done .. . 


A professor is a man whose job it is to tell students how to solve 
the problems of life which he himself tried to avoid by becoming a 
professor . . . 


An efficiency expert is a man who knows less about your business 
than you do and gets paid more for telling you how to run it than you 
could possibly make out of it even if you ran it right instead of the way 
he told you to... 


From “Flatwheels and Blowouts’ in “Passenger Transport” 
g Pp 


ARTICLES OF INTEREST 


TO INTERNAL AUDITORS 


JOHN F. BRADY, Member of the Editorial Committee, directs 
attention to the following Articles of Interest: 


Subject: Stabilization Funds for Depression: 
Are They Feasible And Will They Help? 


By: JOSEPH L. SNIDER, Professor of Business Economics at the Harvard 
Business School 


Published in The Controller, February 1950 


In his introductory remarks on the widespread use by industry of 
the reserve for contingencies and other purposes, Professor Snider 
notes the marked absence of the funded reserve to cope with periods 
during which employment, earnings, dividends and research are 
jeopardized by the general business downturn and, in his endeavor 
to find the reason for this condition, he poses two questions and all 
that they imply: 

1. Why does this condition exist? 

2. Why is it that business men, generally speaking, are in favor 
of retaining extra funds for expansion, but fail to establish 
funds which will insure continuance at all times of a healthy 
level of operation? 

To answer these questions, and to explore the practical value of 
funded reserves as a means of alleviating the detrimental effects of 
depressions, Professor Snider is presently engaged in a research pro 
ject which is being conducted at the Harvard Business School; and to 
this end his studies and inquiries comprehend the ascertainment of 
the following essential facts: 
1. Is it possible to estimate the liquidity needs of a business 
that is faced with declining sales? 
2. Can standards be devised for such estimation as which 
might be applicable generally throughout business? 
3. Are there incentives for businessmen to create liquid 
reserves for depression? If not, can they be provided? 
4. What problems of business policy are involved, regarding 
the firm’s customers, suppliers, employees and stockholders? 
». What has business done in the past? What typical defenses 
and financial measures have been taken by companies when 
threatened by depression? 
6. What specific advantages would accrue to a company in 
having liquid reserves for use in unprofitable years? 
7. What controls would be needed to insure successful work- 
ing of the plan? 
8. When should such funds be created, and from what sources 
can they be derived? 
9. What accounting problems are entailed? 
10. What tax considerations must be overcome or taken into 
account in setting up funded reserves for depression? 
11. Finally, assuming their general adoption. what would be 
the effect of such reserves upon the general economy? 


This research program is being conducted largely on the basis of 
case studies, and through this means, Professor Snider hopes to learn 
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Subject: 


The Internal Auditor 


what the current practices with reference to financial planning for 
business declines are; whether or not some companies have long- 


range financial policies that should be more widely adopted and also 


whether or not the techniques of financial planning as set forth in 
this paper are practical and useful. 


In view of the importance of a more or less stable economy, this 
project would seem to present a challenge for us to aid in the solu- 
tion of the problems involved, both in our own interest and that of 
the businesses with which we are associated, in view. of its far- 
reaching significance on our National economy. 


Preparing For The Audit Engagement: Client and Auditor Can Save 
Money and Time by Planning 

G. T. BODMAN, Assistant Controller, Continental Oil Company, 
Ponca City, Oklahoma 

Published in The Journal of Accountancy, December 1949 


In this timely paper Mr. Bodman emphasizes the importance of ade- 
quate plans being made for audit engagements to preclude the tur- 
moil in all levels of accounting at the time of the audit. He stresses 
the fact that the preparation for the audit or for the coming of 
the auditors is not the sole responsibility of the accounting depart- 
ment; that the program for the audit must be constantly in the 
minds of all involved, throughout the year, in order that the coord- 
ination of effort for an effective audit at a minimum cost may be 
attained. That this preparation should enter into the planning and 
execution of every accounting instruction and that those involved 
should include the directors and management officials, the. account- 
ing department, the treasurer and the internal auditing staffs 


Continuing his discussion Mr. Bodman then takes up the place of 
directors and management officials and all others involved, including 
the internal audit staff in the scheme of the audit and points out the 
following facts to be considered when joint audits are made under 
the auspices of internal auditors and the public accountants as is 
generally the case in large organizations: 

i. A prearranged program. 

2. An agreement as to assignment of details. 

3. An exchange of work papers. 

+. A joint effort on subjects vital to both the accountant and 

the auditor. 
5. A balance between them in ability and experience. 
6. Implicit confidence in each other. 


By reasons of the everchanging conditions and the prevailing busi- 
ness level which affect particular industries from time to time, the 
importance of this planning for effective audits at costs commen- 
surate with their value to management and the stockholders is, it 
would seem, a primary requisite and responsibility not only of the 
public accountant to the extent of his participation but more espe- 
cially of the internal auditor as a vital part of management. 


Internal Control, Internal Auditing and Effect on Audit Program 


T. REGINALD CLOAKE, C.P.A. 
Published in The New York Certified Public Accountant, January 1950 


The author of this paper, Mr. Cloake, is Chairman of the Education 
Committee of the New York Chapter of our INstrrure, a member 
of the faculty of New York University and an associate of Fedde 
and Company, Certified Public Accountants. 
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In presenting his views on this branch of accounting he observes 
that internal control is a form of procedure, within an organization, 
which offers a method of checks and balances to discourage theft, 
promote accuracy and reliability of accounting data, and develop 
operational efficiency 


In continuing his discussion he states that to the extent such control 
accomplishes these ends it follows that the necessary review of the 
public accountant may be lessened in practically all aspects of the 
audit, with the possible exception of the essential basic requirements 
of his work such as the confirmation of bank balances. examination 
of securities, confirmation of accounts receivable and other assets 
and items 


Moreover he points out that public accountants, in evaluating the 
extent of internal control, use questionnaires that are several pages 
in length and that in cases where all questions are answered satisfac 

torily the system of internal control is generally accepted, and this 
permits the auditors to modify the audit to that extent. That other 
firms rely on the evaluation of the extent of internal control as 
determined by the senior accountant during the course of his exam 
ination, and that, when this is done by an experienced accountant 
the tests made are often found to be productive of better results than 
those obtained through the use of the questionnaire, which may 
have limitations that are not readily discernible when used in actual 
practice. Among other points stressed in this paper are the import 
ance of having the internal auditor maintain a constructive, impar 

tial and critical attitude in spite of the fact that internal auditors 
and department heads serve the same firm and that, to this end, 
rotation of internal auditors, their assignment to other than their 
home plants, and the use of other techniques to promote maximum 
independence, can be employed effectivly 


After mentioning the fact that there may be found to exist a lack 
of understanding between the internal auditor and the public ac 
countant as to their respective fields of activity, he states that it is 
incumbant upon the public accountants to do the required mini 
mum amount of independent verification and, at the same time 
recognize internal controls where they are effective and adjust the 
audit program accordingly in the interest of economy and effective 
auditing 


That it is likewise incumbent upon internal auditors to coordinate 
their activities with the public accountant and be mindful of his 
responsibilities and the problems confronting him even where effec 

tive internal control exists, for the public accountant must satisfy 
himself as to its effectiveness before he can avail himself of its use. 


To Pay Or Not To Pay Dividends 
W. F. STANLEY, Vice-President, Southwestern Public Service 
pany 

Published in The Controller, January 1950 


In the light of his wide experience extending over a period of 
twenty-five years in financial corporate accounting and federal tax 
and legal matters in the public utility field, and as Vice-President, 
Secretary and Comptroller of The Southwestern Public Service 
Company of Dallas, Texas, Mr. Stanley discusses the matter of divi 
dends from two viewpoints. 


1. Shall dividends be increased or earnings retained to finance 
expansion and replacement, or to increase working capital 
for a rainy day. 


to 


Or, if earnings are not retained for this expansion, then 
where will the money be found to finance it? 
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In passing upon these two points and their implications he indicates 
that the electric public utility industry has apparently reached a 
more or less definite decision of distributing more than 70% of its 
earnings; that the comparatively stable condition of this industry 
permits this to be done more advantageously than in many types of 
industry where earnings may fluctuate to a greater degree. 


That the record of American industry for many years before the 
second world war indicated it had been the policy to distribute on an 
average two-thirds of its earnings instead of only three-eighths of 
them, as was the case in the three postwar years. Mr. Stanley further 
indicates that the distribution of three-eighths of the earnings of 
American industry in the three postwar years was substantially less 
for industries other than electric public utility companies whose lib- 
eral dividends are included in this computation. That if it were pos- 
sible for a dividend policy to be instituted on a basis more or less 
comparable to the liberal policies in force prior to the 1929 financial 
upheaval, it might serve as a key to unlock the gates behind which 
the supply of equity capital appears to be stored. 


Mr. Stanley in presenting his paper is ever mindful of the peculiar 
conditions affecting various fields of industrial activity and is espe- 
cially mindful of governmental policies; and his thoughts and sug- 
gestions can he studied and applied with this idea in mind in the 
solution of a fair and equitable dividend policy that will promote 
the best interests of the business and those striving in every branch 
of it to make this possible. 


Accountant's Responsibility For Disclosure Of Events After Balance 


Sheet Date 
E. B. WILCOX, C.P.A., Partner, Edward Gore & Company 
Published in The Journal of Accountancy, April 1950 


Mr. Wilcox, at the outset, states that the entire field of financial 
reporting is one in which competence, experience, integrity and 
judgment play a larger part than do rules, but that there are, how- 
ever. well-established accounting principles and auditing standards 
which carry with them a heavy weight of authority in the prepara 
tion and verification of financial statements. That disclosures which 
should supplement these statements are not so clearly defined, and 
that this requires those responsible for them to be guided primarily 
by good faith and judgment. 


That the evaluation and importance of balance sheet items such as 
accounts receivable and inventories do not present any serious prob- 
lems when their values are reasonably known, and that this same 
rule would likewise apply with respect to assets that were pledged 
and lawsuits that were instituted against the business after the 
period covered by the balance sheet and, for which it is recognized, 
full disclosure of all vital essential facts is to be set forth. 


In continuing, Mr. Wilcox cites the matter of non-accounting events 
such as changes in regulatory laws, changes in management, new 
products, new inventions, plant unionization or strikes and changes 
in markets due to agreements, weather, wars or the operation of the 
economic cycle, and explains the troublesome problems of disclosure 
they entail. 


To illustrate the nature of these problems and their significance, he 
explains and discusses them from the following viewpoint: 


1. S.E.S. and the Auditor’s Liability 
2. Registration Statement v. Annual Report 
3. Lessons from Potrero Sugar Case 


What are extraordinary circumstances? 
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5. Lessons from the Central Specialty Case 
6. Colorado Milling Case Cites Earning Power 


In the light of all these matters he explains the methods to be 
employed in discovering significant events, and the auditing pro- 
cedures to be followed in coping with these vital problems for which 
the public accountant must assume personal responsibility by reason 
of his certificate, but which, in the last analysis, is the primary 
responsibility of management and the internal auditors by reason 
of the fiduciary relationship that may be said to exist between them 
and the stockholders, as well as the creditors they indirectly repre- 
sent. 


Accounting and Tax Problems In The Fifties 


Technical Papers presented at the Sixty-Second Annual Meeting of 
The American Institute of Accountants, Los Angeles, California 


Published by American Institute of Accountants, New York City. 


At the annual conference held by The American Institute of 
Accountants on October 31 to November 3, 1949 at Los Angeles, 
California, the following technical papers were presented: 
Investigative Procedures in Audits for Embezzlement 
Leonard B. Johnson, C.P.A.. New Haven, Connecticut, 
Former Agent of Federal Bureau of Investigation 
Auditing Inventories and Receivables of Smaller Clients 
Clifford V. Heimbucher, C.P.A., San Francisco, California 
What are Adequate Financial Statements for Credit Purposes? 
Theodore W. Johnson, Vice President, Security-First 
National Bank of Los Angeles 
Significance to Accountants of Fundamental Changes in Gov- 
ernment 
Norris Poulson, C.P.A., Member of Congress from State of 
California 
The Hoover Commission and Economy in Federal Government 
John W. Hanes, Director of the United States Lines and 
Former Under Secretary of the Treasury 
Some Trends in the Interpretation of Business Profits 
Neil H. Jacoby, Dean of the School of Business Admin 
istration and Professor of Economics at the University of 
California 


Study Group on Concept and Terminology of Business Income 
George O. May, C.P.A., Research Consultant of the Busi- 
ness Income Study Group 

Tax Settlement Procedures—General Considerations 
Mark E. Richardson, C.P.A., Partner, Lybrand, Ross Bros 
and Montgomery 

Tax Settlement Procedures from a Legal Point of View 
Charles D. Hamel, Attorney, Formerly Chairman of the 
United States Board of Tax Appeals (Tax Court of the 
U.S.) 

Tax Settlement Procedures—From the Government Point of 

View 
Aubrey R. Marrs. Attorney, Head of the Technical Staff of 
the Bureau of Internal Revenue 

A Review of Some Recent Tax Decisions and Rulings 
Russell S. Bock, C.P.A., Los Angeles, California 
Member of American Institute Committee on Federal 
Taxation 
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Problems in the Determination of Taxable Income 
Wallace M. Jensen, C.P.A.. Member of the American 
Institute Committee on Federal Taxation 


The comprehensive scope of these timely topics indicates the part 
that accountants and particularly the internal auditor must play in 
carrying out his responsibilities in all fields of activity where the 
interests of the company with which he is associated are involved. 


Subject: We Are Dragging Our Anchor—The Drift From Historical Cost 





LUIS V. MANRARA, Senior Partner, Manrara y. Perez Daple, 


Havana, Cuba 


Published in N. A. C. A. Bulletin, Section One, November 1949 


In the light of his wide experience, the author takes the position 
that, although able accountants may also be competent business and 
economic advisers. economic problems lie beyond the province of 
accounting; that, while he commends the courage of accountants 
who have tried to devise techniques to cope with economic problems, 
it is his considered opinion that accounting is and should continue to 
be purely historical. 


Proceeding with his scholarly discussion, he indicates that the line 
of demarcation between accounting and economics is blurred; that 
the accountants in large measure must assume this blame, especially 
since we have allowed laymen to feel capable and qualified to criti- 
cize us on matters on which they are not actually well informed, 
and, further, that this criticism is the result of lack of consistency 
in some of our basic principles or postulates and, more especially, 
in our failing to teach the vital purposes of accounting 


Further, he refers to the unwarranted assumption by some account- 
ants of an economic role and the potential detrimental effects that 
may follow with changing economic cycles and, in giving expres- 
sion to his thoughts on this controversial issue, he points to the 
boundaries of accounting and the departures for one reason or an- 
other from historical costs. 


In conclusion he sums up his tenets of the cost principle in these six 
steps: 


1. Definite adoption of historical costs as the only basis of 
accounting. 


2. Revision of all accounting principles set forth to date to 
comply with this rule. 


3. A precise declaration that accounting can deal only with 
and reflect operations in dollars, irrespective of the fluctu- 
ations of the purchasing power of the dollar to the end that 
the ultimate results of accounting statements will be ex- 
pressed in dollars, without any qualifications, or modifica- 
tions 


. 
4. Accelerated revision of accounting terminology to avoid 
confusing terms or the inclusion of two or more accounting 
concepts in one term. 


declaration that accounting is not to be confused with 
economics and. that the accountant, although usually well 
qualified to interpret and prepare economic data, is not an 
economist when he is dealing with accounting. 


nr 


6. Pronouncement that accountants are firmly convinced that 
accounting statements, prepared according to these rules 
and principles, are the necessary factual statements from 
which all individuals and groups concerned with economic 
events can obtain their basic information. 
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In the light of these facts he contends it should be possible for busi- 
nessmen, economists and financial analysts to make their own deduc- 
tions on the possible effect of future economic changes, and to adopt 
or recommend the policies they deem adequate to cope with prog- 
nosticated events, thereby leaving the accountant in a position to fur 
nish the impartial facts on this basis for whatever purposes they 
may need to be used. 


Organized Labor And The Public Interest 
CARROLL R. DAUGHERTY, of Northwestern University 
Published in The Yale Review, Spring 1950 


Mr. Daugherty, of Northwestern University, who, last autumn, 
served as Chairman of the President’s Steel Fact-Finding Board, 
presents his views in a very interesting manner on this all-embrac- 
ing subject by stating among other things that the nature of the 
union both as a movement and as a political organization, causes it 
to develop objectives which are not directly a means of achieving 
the workers’ individual goals, and that these objectives are essen- 
itally secondary. That, notwithstanding the other related objec- 
tives of the union, it is well to remember that the personal aspira- 
tions of the worker are, ultimately, the basic objectives and that, 
moreover, each union, even though it may be affiliated with a 
federation, operates with a good deal of autonomy, independence 
and selfishness and unites with other unions only on matters of 
common concern. That, though unions have adhered steadily to 
their support of the free enterprise system, they have just as steadily 
expanded their concept of what their function ought to be within 
that system. 


In evaluating the effect unions have had on our economy, Mr. 
Daugherty points out: 


1. That it can be demonstrated that insofar as companies 
would, in the absence of unionism, buy labor under sig- 
nificant conditions of monopoly, the introduction of union- 
ism and collective bargaining tends to improve the alloca- 
tion of economic resources. 


to 


That there is more democracy in industry since the advent 
of unionism than before. 


3. That in the matter of contributing to efficiency in produc- 
tion, the record of day to day unionism is not impressive. 


4. That it is difficult to learn whether unions have made the 
distribution of income more equal notwithstanding the fact 
that union wages have risen to a marked extent over the 
years. 

In continuing his discussion he further states: 

That the results of some researches currently under way suggest 
that unionism has exercised little direct effect on the long-run 
trend of real wage rates in particular industries. That, one rea- 
son for public concern over big unionism since the war has been 
the succession of strikes; that few persons stop to remember that 
the 1945-49 period was one of severe price inflation and full 
employment, and that similar strife took place in similar con- 
ditions after the first world war. 


In the light of the foregoing and the favorable position of labor 
since the war years, one is given the essential facts to determine 
the effect and place that organized labor may have in our economy 
in the ensuing years, and a more or less comprehensive understand 
ing of this vital problem. 
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The Significance Of The Hoover Commission Report 


PAUL H. APPLEBY, Dean of the Maxwell Graduate School of Citi- 


zenship and Public Affairs at Syracuse University. 
Published in The Yale Review, Autumn 1949 


Paul H. Appleby, who was formerly Under Secretary of Agricul- 
ture and identified with many governmental projects, discusses the 
work of the Hoover Commission Report from this background and 
from his broad academic training and experience. He states that 
this report which was completed last year is a design of episodic 
reorganization of our National Government and is the most preten- 
tious and dramatic approach to its reorganization in a decade. That, 
the report deserves the discriminating attention of all responsible 
citizens, not only for whatever intrinsic merit its specific proposals 
may have, but also because it can tell us how much stress has ac- 
cumulated as well as how far our government is from what it 
ought to be in serving its citizens. That, many of the specific prob- 
lems The Hoover Commission had to face were created not by 
administrators but by law, or, more specifically, by accumulations 
of laws enacted at different times which make for inconsistent prac- 
tices; that many of them apply generally and in their totality com- 
plicate and make rigid and costly the procedures affected. That, Con- 
gress similarly tends to specify form and location of functions thus 
petrifying organization which becomes more unwieldly as other 
forms and functions are superimposed, making it necessary from 
time to time to institute means to deal with these accumulations. 


Mr. Appleby also states that many bureaus are given authority 
independent of the heads of the department in which they are 
located, that bureaucracy itself is preventative of duplication for, 
if we let one unit or agency get really near the preserves of an- 
other, war between them follows with heavy casualties; that the 
chronic governmental failing is the opposite of duplication and fail- 
ing to integrate delicately and systematically aspects of activities 
having common significance. 


In continuing he further indicates that engineering efficiency is 
not the proper goal or of any substantial consequence to a commis- 
sion assigned to the reduction of governmental personnel, and that 
the use of this means should be known to be illusory by anyone 
with any administrative sophistication who has given even casual 
attention to a breakdown of personnel figures. 


Mr. Appleby’s remarks on this broad subject are indicative of the 
study that he has given this entire report on governmental practices 
and operations, and, as similar problems requiring attention are met 
from time to time in every large organization, his views can be 
read and weighed in the light of major and minor reorganizations 
that are constantly in progress in one form or another in our par- 
ticular businesses. 


MEMBERS’ FORUM 


The Editorial Committee, The Internal Auditor 


The primary job of this Committee is to receive, review and finally 
select material to be published in Tue INTERNAL Avupiror. As a 
part of this work, the member of the Committee responsible for review- 
ing other publications examines and reviews books, articles and other 
material of interest. 


The primary source of material are the papers submitted by Chap- 
ters or individuals. Additional material may come from other publica- 
tions or by direct solicitation. Material which cannot be published 
is turned over to Tue Institute office for their possible use in some 
way—such as reference to the Committee on Annual Volume or as 
papers to be sent to non-Chapter members. 


The Committee has full responsibility for the selection of all mater- 
ial published in Tue INTERNAL AvupiTor, and works directly with 
the publisher on all matters of arrangement, proofreading, makeup, etc. 
It is not concerned with the business matters of the publication, such as 
advertising solicitation and subscriptions, which are handled directly by 
Tue Institute office with the publisher. 


A REMINDER 
The publication of THe INTERNAL AupiTor is not a one-way 
street. As is the entire work of Tue INstiruTE, it is a co-operative 


venture to which every member of Tue Instirute should contribute. 
Each one of us should ask ourselves whether we could not submit an 
article to THe INTERNAL AupiTor, because our publication needs 
our material. The Editorial Staff cannot pick articles out of the air. 
Neither can it write on all the experiences and theories representative 
of our profession, because such articles must come from every type of 
business and from every part of the country. 


Besides the benefit to the membership-at-large of experiences 
and thoughts on internal auditing, it need scarcely be said that the indi 
vidual who contributes an article stands to gain much thereby. It 
improves his writing style and technique, of no small importance to an 
internal auditor, and enhances his personal prestige. 

Tue INTERNAL Auprror needs material; every member of THE 
InstiruTE should do his part. 

—A. J. E. Cup. 
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A COMMUNICATION FROM AN ENGLISH MEMBER 
To The Editor, 
Tue INTERNAL AUDITOR, 
Dear Sir: 


I feel I must express my amazement at your paragraph in the 
March issue of THe INTERNAL Aupiror on the comparisons between 
the wages of an American, British and Russian worker and also about 
your comments preceding those “facts.” 

As far as the Russians are concerned, I have no observations to 
make as I am not familiar with the conditions there. 

ut I feel strongly about the remarks made about the British 
worker, for two reasons: 

Firstly, I was not aware that to belong to the London Chapter of 
Tue InstiruTe implied an agreement on certain political issues on 
which even eminent persons in the Accountancy profession are, to say 
the least, not unanimous and, in my opinion, need not agree. Politics, 
I suggest, should have no place in a professional organization. 

Secondly, I was always under the impression that an Internal 
Auditor was defined as the “impartial and fair fact-finder,” but judg- 
ing by the examples quoted in the journal, the writer could have been 
neither impartial nor fair, nor could he have bothered to find the facts. 

Let me explain briefly, what I mean. It is statistically proved 
that the average weekly wage in this country is 5.19.4 pounds which 
even at the devalued rate of exchange comes to $16.77, based on an 
average working week of 45.3 hours. 

What is more important however, is (a) to ascertain what a British 
worker can buy for his wages and (b) the fact that he is pretty certain 
he will be able to earn his wage this week, next week and, we hope 
many weeks after that. 

With the regard to (a) I would advise the editor to compare the 
retail prices of some of the daily essentials as for instance: 


U. K. U.S. A. 
Bacon -2.0  s. -4.35 5. 
Butter -.1.6 -.5.4 
Cheese -.1.2 -.5.0 
Sugar 5 da 614d. 
Bread 314d. 814d. 


If the U.S. worker thus earns nearly 214 times as much as the 
British, may I suggest that the U.S. worker is not only not better off 
than my country-man, but perhaps worse? 
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As for (b), an American worker may well earn more than a Briton 
for a week or so, but is it not bad economics if he earns, say $30. this 
week and is then out of work for 3 or 4 weeks? Let us not forget that 
there is no unemployment problem in this country and that the British 
worker is certain of his wage all the year round. 

And as for the Labour government enslaving the workers, this 
remark is really too ridiculous for words. 

Yours faithfully, 

W. M. Lasn, 

Welwyn Garden City, Herts, England. 
NOTE: 

The item (technically, a “filler,” on page 50, of the March issue) 

to which Mr. Lash refers, is a quotation from certain literature 

which has been widely circulated in the United States, calling 
attention to the economic disadvantages of life under the so-called 

Welfare State as viewed by many American citizens. Whether 

any individual does or does not subscribe is a matter for his own 

determination; and membership in Tue Institute definitely im- 

plies no required agreement whatever on any political issue extant. 

We hope that upon reflection, Mr. Lash (and any other objecting 


members) will appreciate the fact that, insofar as we are concerned, 
no invidious comparisons were intended by the inclusion of the 


filler. 
—Ep. 


A REPLY TO A CONFIRMATION REQUEST 


(Copy sent in by a member as “one for the book.” ) 
Sirs: 
In reference to the enclosed. 


I thought the amount of the bill you mention was too high. How- 
ever, long years of experience have shown the futility of discussing 
debatable items with the Utility. For that reason I long ago discarded 
the preservation of records as meaningless space-wasters and of no 
importance. 


Hence, I can neither deny nor affirm the accuracy of the amount 
in question. However, I accept it as a moral triumph that the Utility 
is finally asking me instead of telling me. As a wholly conciliatory 
solution, may I suggest that the public accountants draw the longest of 
two straws to determine this pregnant issue of Citizens vs. Utility? 


I am sure you can appreciate my ignorance of the bill. If the 
Utility’s entire bookkeeping and auditing staff, plus at least four public 
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accountants, are bewildered over its correctness, I, in my solitary coun- 
sel, would hardly be brash enough to attempt improvement on their 
united confusion. 

As they say in my quaint town: “You can’t fight City Hall.” 


Thanking you for your interest in the matter, I remain, 


Most Amiably, 
(Sgd.) M. A. J. 


Assistants are people who are supposed to help you get things done. 
Their weakness lies in the fact that: They cannot assist you at the time 
you want them to assist you, so that you must wait for a time that is 
convenient to the assistants. 

They have to be told how the thing is to be done, but they generally 
know a better way in which it should be done so that you must spend 
much time persuading them that the way you want it done is better 
than the way they suggest it be done. 

After they have begun to do it, you find out that they have not 
done it the way you suggested because they did not understand how 
you wanted it done; so that it is up to you to assist them in undoing 
what they have done and starting again the way you want it done. 

By this time their feelings will be hurt and you will have to explain 
to them that it was no fault of theirs that they did not do it the way 
you wanted it done, but the blame is yours for not making it clear how 


you wanted it done. 


—The Kalends. 





EMPLOYMENT SECTION 


All communications should be addressed to The Secre- 
tary—Tue Instirute or INTERNAL Auprrors, Room 3307, 
120 Wall Street, New York 5, N. Y. Reference should be 
made to the Box “E” number. 











CHIEF AUDITOR — EXECUTIVE ACCOUNTANT 
CONTROLLER 


Top-notch C.P.A. with 12 years’ diversified private and pub- 
lic experience in outstanding organizations desires position 
as chief auditor, executive accountant or controller. Has 
M.B.A. degree in accounting. An outstanding report writer. 
Has unusual ability to train men. Has audited all phases 
of a company’s operations—accounting, costs, taxes, insur- 
ance, payroll, inventory control, purchasing, sales, adver- 
tising, etc. Is young, personable and aggressive. Presently 
employed but desires change. Box E 156. 





SUBSCRIPTION ORDER 


Tue INTERNAL AvuDITOR, 
120 Wall Street, 

Room 3307, 

New York 5, N. Y. 


Please enter my subscription for THe INTERNAL AuprTor 


quarter, at the rate of $4.00 per year. 
fo) eS in payment thereof. 


SNIEED | sivinssitiistesatiesenhisantciesisienbictlinipabassvicibsdeiainbeippdbiiustsiltlies 
Address 

















Publications of The Institute of Internal Auditors 


Increasing the Usefulness of Internal Auditing 


ADDRESSES Presented at the 
SIXTH ANNUAL CONFERENCE OF THE INSTITUTE — 1947 


SUMMARY of recent trends showing the broadening scope and usefulness 
A of Internal Auditing. Individual erticles cover specific phases of the 
‘ollowing general themes—Recent Developments in internal Auditing, re- 
Appreisa! of the Systems of internal Control, and case histories of special 

nagement Service. Price 








Internal Auditing — A Post-War Reappraisal 


ADDRESSES Presented at the 
FIFTH ANNUAL CONFERENCE OF THE INSTITUTE — 1946 


RECONSIDERATION of the fundamentals of Interna! Auditing in the light 
A of post-war conditions. Subjects covered include—Service of Internal 
udit to Management, Training of Internal Auditors, Development of Audit 
Programs, internal Audit Reports, and Coordination of Internal Auditors and 
Public Accountents. Price 





Internal Auditing in Industry 
Edited by VICTOR Z. BRINK and BRADFORD CADMUS 


presentation of the specialized internal control and internal auditing tech- 
niques applicable to a range of selected industries, such as petroleum, 

insurance, motion pictures, banking, utilities. 
Price 





Internal Auditing Philosophy and Practice 


Edited by CHARLES J. FUE 
PAPERS PRESENTED During the 1942 - 1943 Season of THE INSTITUTE 


1S volume comprises six parts: |. internal Auditing Techniques, ||. Internal 
Auditing and Management, Ill. Internal Auditing and Public Accounting, 

3 the Securities and Exchange Commission, V. Internal 

Auditing and Wartime Problems, and Vi. Internal Auditing and the Future. 


Price 


IV. Internal Auditing an 





Managerial Control Through Internal Auditing 


Prepared by the Research Committee of 
THE INSTITUTE OF INTERNAL AUDITORS 


ODERN Internal Auditing lies in the area of management control. This 
M concise volume has been published to guide business management in 
@ utilization of its internal auditing staff; how, as a tool of management, 
modern internal auditing has progressed far beyond the arithmetical verification 
of accounts, records and financial statements; how it has become a complete 
intra-company financial and opsrational review embracing perfection of the 
system of internal control and reliable assurance of adherence to the standards 
of performance. Price $2.00 





Order any of above publications from your favorite bookseller or directly from 
BROCK and WALLSTON, Publishers, 39 Atlantic St., Stamford, Conn. 





Other Publications on Internal Auditing 
INTERNAL AUDITING—by Victor Z. Brink 


A text and guide book to Internal Auditing 
Ronald Press—15 East 26th Street—New York 10, N. Y. 


INTERNAL CONTROL STANDARDS AND RELATED 
AUDITING PROCEDURES $5.00 
by WALTER H. KAMP and JAMES A. CASHIN 
A case history description of an internal control program and coordinated internal 
auditing practices. 


Brock and Wallston—39 Atlantic Street—Stamford, Conn. 

















